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INTRODUCTORY 

§1. Sttbieet-matter of ecoiioinics.—The natural sciences are 
those which deal with man's physical environment — matter, 
motion and energy — and include astronomy, physics and 
chemistry. The social sciences are those which deal with 
man as a member of society. The relations that arise among 
men form the subject-matter of distinct social sciences such 
as ethics, politics and economics (see §9 below). Ethics is 
concerned with what man ought or ought not to do. Politics 
deals with the relations of man and the State. And economics 
is concerned with man's wants and his efforts to satisfy his 
wants. 

‘The starting-point of all economic activity is the existence 
of human wants. To satisfy hunger and thirst, to secure 
shelter and to provide clothing were the chief aims of primi- 
tive man and constitute even today the motor force of all 
society.’^ Wants give rise to efforts, and efforts secure satis- 
iaotion. In primitive society man lived by his direct efforts, 
growing his own food, putting up his own cottage and so on. 
But as his wants increased he came to depend more and more 
on the efforts of other persons for their satisfaction. He ex- 
changed the surplus of what he produced for the surplus pro- 
duction of other men. The exchange was at first direct and 
gave rise to barter. Thus the farmer exchanged his grain 
with the weaver’s cloth. Bui as exchanges became complex 
and frequent, a common medium of exchange, money, had 
to be introduced. The farmer, for example, first sold his grain 
for money and then with the money purchased cloth and other 
requirements. This system of money exchanges is the basis 
of economic life today and is seen in a developed form in 
towns like Bombay. A complex social organization based on 
world-wide division of labour and co-operation has thus result- 
ed, and this forms the subject of economics. 

§2. Definition and scope of economics* — Different writers on 
economics describe their subject-matter in different words. 
Classical economists like Adam Smith, Ricardo and Mill 
defined economics as the science of wealth, or the science 
relating to the laws of production, distribution and exchange 

E. B. A. Seligman, Principles of Econmics, p. 8, 
i-l 
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of wealth, This definition was criticized as unsatisfactory by 
later writers on the ground that it placed wealth in the fore- 
front and man in the background, thus ignoring the funda- 
mental fact of economic science — ^that it is primarily a study 
of man, of course in relation to wealth. Emphasis was there- 
fore shifted from the study of wealth to that of man, 

Accordingly, until recently the following d efinition b:^ 
Alfred Marshall was accepted as the best working basis for the 
study of econoiaics, and even today there are several writers 
on economics who regard it as on the whole not less satis- 
factory than any other current definition. According to Mar- 
shall ‘Political Economy or Economics is a^tudy of mankind 
in the ordinary business of life; it examines that part of indi- 
vidual and social action which is most closely connected with 
the attainment and with the use of the material requisites of 
well-being. Thus it is on the one side a study of wealth, and 
on the other, and more important side, a part of the study of 
man. For man’s character has been moulded by his everyday 
work and the material resources he thereby procures, more 
than by any other influence.*^ 

Since the publication of the well-known ‘Essay on the 
Nature and Significance of Economic Science’ in 1932 by 
Profesgor> Tjten o l Bobb ins, a new type of definition of economics 
has been offered as a substitute for the Marshallian definition, 
which is characterized as inadequate. Robbins defines econo- 
r mics as ‘the Science which studies human behaviour as a rela- 
j tionship between ends and scarce means which have alterna- 
tive ^ises*.^ Economics, in other words, is concerned with 
tlSt aspect of human behaviour which arises from the disposal 
of limited means to acliieve given ends or wants. While, on 
the pne hand, man has a multiplicity of wants or ends, the 
meapks, namely the time, the physical and mental energy at 
his^disposal and the resources provided by nature for achiev- 
ing these ends, are definitely limited. Njudosht in a few 
cases resources or means, such as the air we breathe, are 
available to us in ju nlimit ed quantities and are ‘free’ goods 
(tlicmgh even air may cease to be a ‘free’ commodity , as for 
I example in a theatre where it has to be supplied by means of 
fans which mean effort) and there is no need to ‘economize’' 
them. But barring such exceptional cases scarcity of means 
to satisfy our innumerable wants is almost a universal condi^ 
tion of human behaviour, e.g. in the case of food, clothing, 

’ A Mjpkrfthall, Principles of Ecorumm^ 8th ed., p. 1. 

* X(. Bobhme, and Significance of Economic Science, p. 10, 
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racjmtion, ate. It i& this naad for economissteg 
p«ce means and avoiding waste which imparts a nnity to 
the Bnbjact of economic science^ or the forms assumed by all 
human behaviour in disposing of scarce means. It may be 
eicplained here that scarcity does not mean absolute scarcity 
but rather relative scarcity m relation to demand, and implies 
eftort or sacrifice which is necessary for the satisfaction of our 
^ wants. 

It is essential to boar in mind that not only are means 
scarce but most oi them can be used in alternative ways to 
satisfy competing or conflicting wants or ends. Thus we can 
drink o ur milk or ha ve it made into umbrella handles; we 
cggnoT^do both. Or again Twe may use land for raising crops 
or building houses; we cannot do both. If we choose one 
thing we must give up others. ‘Thus, the limitation of our 
resources and their ability to satisfy different wants creates 
a problem, the problem of choosing how to dispose of these 
resources : which wants to satisfy, since they cannot all be 
satisfied. The economic problem is, therefore, essentially a 
problem arising from the necessity of choice-choice of the 
manner in which limited resources with alternative uses are 
disposed of. It is the problem of the husbandry of resources.’* 
This principle is illustrated by the housewife trying to choose 
between different ways of spending her limited income so 
as to secure maximum satisfaction, or by the business man 
trying to divide his limited resources between the vanous fac- 
tors of production, such as labour and capital, so as to attain 
the best results. | Likewise, the administrator has to divide 
in the best way* he can the limited state revenues between 
various ends of state activitj, such as defence of his country 
or the development of nation-building departments like agri- 
culture and industry. 

The Marshallian definition of economics as a study of the 
causes of material welfare as criticized by Bobbins as a classt-^ 
ficatory conception, marking off certain kinds of human be- 
haviour directed to the procuring of material welfare. Thd 
Bobbinsian conception of economics as a science of disposal 
of scarce means to achieve alternative ends is considered to 
be more satisfactory and scientific because it is analytical and 
focuses attention on a jmrticular aspect of behaviour, namely 
the form imposed by the influence of scarcity. Any kind of 
behaviour — ^whffcher production of potatoes or production of 
philosophy — ^which involves the need for economizing resources 

* B. Boll, BlemmU 0 / BoGmmtc Theory ^ p. IS. 
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or scarce roeans fells witbia the scope of ecoaomie gemmlizrh 
tiOBB* Ecoaomics thus does act limit itself only to certain 
kinds of behavionr directed to the procuring of material wel- 
fare. It is further argued that the terms 'materiar and 
^welfare’ are ambiguous and that the latter implies moral 
judgement which is not germane to the study of economics. 

The definition given by Bobbins has in turn been criticized 
as too narrow, being based on dry deductive logic and lacking 
in the human and realistic touch which characterizes the 
definition offered by Marshall. Perhaps the substitution of 
economic welfare for material welfare as suggested by Pro- 
fessor Pigou, who defines economics as a science of economic 
welfare,^ would remove the ambiguities of the Marshallian 
definition. Economic welfare in this context simply means 
economic satisfaction or utility and does not indicate either 
approval or disapproval of the particular want, such as demand 
for alcohol or war production. Economics is thus neutral as 
between the various ends or wants. It is concerned with 
their quantity and not their quality. Economic welfare from 
this viewpoint would cover all goods, material and immaterial, 
the acquisition of which involves effort or sacrifice and which 
therefore command a money price in the market; that is to 
say, which imply the scarce means emphasized by Robbins.^ 

It matters little which of the above definitions of economics 
we adopt, so long as it serves to bring out two fundamental 
points, namely that (i) economics is a social science^ i.e. It 
considers man not in isolation but as a member of a group; 
and (ii) it considers only that part of his activities which is 
related to the acquisition (that is to say, utilization of scarce 
means) and enjoyment of wealth (which consists of material 
and non-material useful exchangeable goods). ^ 

§3. Is anomies a science or an art?— The full title of Adam 
Smith’s famous treatise is An Inquiry into the Nature and 
Causes of the Wmlth of Nations. This seems to suggest that 
ha wanted, in the course of his study, to elaborate canons of 
practice that might be useful to practical statesmen. And, as 
a matter of fact, he does not draw a clear distinction between 
the study of political economy regarded as a science and the 
study regarded as an art. Later writers have generally 
emphasized the character of economics as a science. This 

* A* C. PigoB, Economics of Wdfare, p. 1. 

^ N. B. Dearie, Beonormes^ p. 4. 

* For a detailed analysis of the term wealth see ch. in. 
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me&m we aw more conoernefl to discow laws (up- 
formities and sequences) tha* to lay down rulip of conduct 
for stateroen or practical men of business. . Our business is 
to iescrihe more than to pvmcnhe. Our standpoint is positive 
and scientific rather than practical or ethical. 

§4. Pi»oti(»l significance a study of economics.— The econo> 
mist does not set out with any definite intention of laying 
down rules of practical conduct. But this does not mean 
that his investigations have no practical value.’ As a matter 
pf fact they are of the highest practical significance. If the 
economist discovers that such and such causes lead to the 
increase of national wealth, and that such and such other 
causes lead to the decline of national wealth, the practical 
statesman will naturally encourage the former set of causes 
and avoid the latter. One of the most vital questions cl 
the day is whether it is possible to abolish poverty and to 
give everybody the means of leading a comfortable and cul- 
tured life. And since the economist rightly believes that his 
studies go, if not the whole way, at least a long way towards 
answering this question, the science of economics must 
necessarily be helpful to the social reformer. The states- 
man, the business man and the worker will all benefit similarly 
by a sound knowledge of economics. It will broaden their 
vision and it will stimulate their faculty of sympathy. Tbe 
difficulties between capitalists and workers, for example, will 
be lessened if either party learns to appreciate at its true 
worth the part played by the other in the joint task of wealth- 
production. The study of economics ‘enables us to conceive 
the far-reaching implications of alternative possibilities of 
policy’ (e.g. free trade c. protection) and within onr ‘limita- 
tions to act consistently’. It thus provides ‘a technique of 
rational action’.* We have said enough to help the student 
to realize that the study of economics, besides providing a 
valuable mental discipline (being in this respect comparable 
to mathematics), possesses a high practical significance. It 
is indeed true that there are many important questions affect- 
ing our happiness involving other than economic considerations i 
and obviously economics can have no voice in settling these. 
On the other hand, economic considerations have to be taken 
into account, along with other considerations, in deciding 
many equally important questions; and there are questions 

^ cf. ‘Economicse is » science and not an art, but it is the type of science 
adopted to form the basis of an art* (Pigon), 

* Bobbins, op, dt., pp, 166-7* 
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where eoottomic comi^eratioBs alone county and have to be 
admitted as of predominant importance. 

§5. Assumptiona of economics*— In order to obtain exact re- 
aults, hypothetical and abstract economists have used the com 
ception of the Economic Man. It is assumed that the Economic 
Man always seeks pleasure and avoids pain; that, for him, 
pleasure consists in the pursuit of wealth, and pain in doing 
the necessary work for obtaining wealth. Such a person is 
further held to be subject to free competition, and to move 
freely from place to place, and from one occupation to another, 
as directed by self-interest. Certain familiar statements which 
are laid down by economists follow from these simple assump- 
tions; for instance, the statements that capital will flow in 
the direction of the highest interest, that labourers will move 
readily to places or occupations where they can earn the 
highest wages, and that there can be only one price for the 
same commodity in a given market at any given time. 

These assumptions are not entirely true. But they are 
sufliciently true to serve as starting-points, and that is why 
the conclusions drawn from them have been found by experi- 
ence to be useful as guides to the understanding of economic 
phenomena. Whether we like it or not, we have to admit 
that there is no other motive which exercises such a powerful 
and continuous influence on human conduct as the economic 
motive. To the question whether this characteristic of human 
nature is not deplorable, the strait-laced economist has no 
answer as an economist. He will say : ‘I am concerned with 
^'what is’* and not with *‘wliat ought to be” — wjth facts, 
not with ideals. It is not for me to approve or to disapprove, 
but to take facts as they are and argue on their basis/ How- 
ever, if pressed for an answer, he will say that tlie motive 
of economic betterment which wields such a universal power 
over civilized mankind, is not necessarily a selfish or ignoble 
motive. In modern society it commonly expresses itself in 
the desire for tlie acquisition of money, which gives its posses- 
sor a command over wealth or the good things of life. If a 
man wishes to earn money in order to gain independence and 
to be able to lead a cultured and refined life, we must regard 
this as a laudable desire. As Marshall puts it : ‘Money is a 
means towards ends, and if the ends are noble, the desire for 
the means is not ignoble.’ 

But to return to our point. Strictly speaking it is not the 
business of the economist to pass moral judgement on the 
universal prevalence of the economic motive. He notes the 
fact that it exists, and makes a special study of it. He is, 
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ho^OTer, far from holding that human conduct is {or ought 
to be) under the sole dominion of the economic motive, and 
from time to time he finds it necessary to ^ call attention to 
the fact that strictly economic conclusions require modifica- 
tion so as to allow due weight to the operation of other 
influences* If money is the point on which the main interests 
of the economist converge, this is because he, like every 
other specialist, is entitled to mark out bis own particular 
field of investigation, and secondly because ‘in this world of 
ours it is the one convenient means of measuring human 
motive on a large scale’ (Marshall). 

§6. The question of method. — There are two well-known 
methods adapted in pursuing scientific investigations : the 
deductwe and the inductive methods. In the deductive method 
we proceed from a few simple well-established propositionp 
or assumptions such as those referred to above* Prom these 
we draw a number of conclusions and see how far they are 
8upjx>rted by actual facts. If the facts do not support our 
conclusions, we shall be impelled to find out the reason, and 
may succeed in discovering the existence of counteracting 
causes; or perhaps we may find it necessary to accept a cer- 
tain correction or rectification of our original assumptions. 

In addition, we draw upon economic history, statistical 
records or jiersonal observation, and collect what appears to 
us to be a sufficient number of particular instances, from which 
we proceed to generalize. These generalizations may again 
be tested by referring to actual experience, and amended as 
may be necessary. 

Jn economics, as in most other sciences, we find that the 
most serviceable results are reached by a judicious combina- 
tion of both these methods* Marshall says we may best begin 
our study of economics with a preliminary simplification, by 
drawing a ring-fence round the particular phenomena to be 
studied and regarding them in temporary isolation. In the 
beginning we may chiefly use deduction, but induction must 
soon follow, and every step and conclusion must be compared 
with the infinite variety of real life. 

§7. Nature of economic laws. — ^Tlie laws of all sciences are 
hypothetical or conditional. They state that given certain 
conditions, certain results follow. The laws of economics are 
similarly hypothetical or conditional* If the conditions are 
there, the stated consequences will follow. For example, 
if prices rise, demand will contract. It may, however, some- 
times happen that even if prices rise, demand may remain 
the same as, or may even be greater than, before; and this 
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m^y be dm to the fa>ct that demand also has risen at thd 
same time as prices* Because there is no actual contraotiop 
in demand, as the statement of the law leads us to expect^ it 
would not be right to say that the law is invalid. What w© 
ought to recognize is that, though the law is perfectly valid, 
its appropriate effect is masked or cancelled by the operation 
of another equally valid economic law, which says that *if 
demand rises, prices rise also’* When two separate causes, 
each operating in a different direction, are at work simulta- 
neously, the final result, as actually experienced, will depend 
OB the relative strength of the two cauiifeR. If an object is 
being pushed and pulled at the same thne, it will remain 
stationary if the two forces applied are equal in strength; 
otherwise it will move forward or backward according to 
whether the pushing or the pulling is the more vigorous. This 
analogy applies fully to the oiieration of economic causes. In 
order to draw attention to possible counteracting causes, we 
usually say in economics that such and such causes tend to 
produce such and such effects. Or the same objirt is served 
by adding a qualification to the statement* of a law such as 
‘other things remaining the 8ani6%>0t ‘in the absence of 
counteracting causes’. All scientific laws are in this sense 
merely statements of tendencies, audit is a mistake to sup- 
pose that this characteristic belongs only to economic laws. 
There is, howevc^r, a sense in which economic laws differ 
from scientifiic laws proper. They are more liable to refuse 
to fit in with actual facts, because they deal \^ith human 
behaviour, and since human beings (unlike natm*a] forces) 
have a will of their own, we can never be quite sure that 
they will always react in a particular manner to certain given 
conditions.^ This element of uncertainty would have been 
very much greater if we had been dealing with the behaviour 
of individuals and their scales of valuation.^ But in economics 
we deal not with individuals but with groups^ and it is jxissible 
to be more confident about the behaviour of groups than of 
individuals. We may not feel certain about an individual 
that because the price of a commodity has falleil he will buy 
more of it. But we can make such a statement with con- 

* Another reason is that the scope for experiment (for isolating causes in 
order to observe their effects) is very limited m economics. If 'we want to 
observe tb© effects on the wages of labourers when their numbers are reduced 
by half, we cannot kill off half the labouring population or deport it to another 
planet. 

* On this point the reader may consult Bobbins, op, cit., pp. 126-8. 
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gidarabte mnMetxce with regard to a market or a whole groap* 
of buyers, 

Whil^, owing to reasons indicated above, economic laws 
are not so exact as those of the physical sciences, they posseu 
greater macUttde than the laws of the other social sciences. 
This is due to the fact that the particular human motives 
with which economics is concerned are measurable in terms 
of money. As the other social sciences do not possess any 
such measure, their conclusions are necessarily vaguer and 
more indefinite. Economic laws, being hypothetical state- 
ments, must not be confused with statutory, moral, customary 
or religious laws, which are commands. Any citizen proved 
to have disobeyed any command of the State has to suffer 
the appropriate punishment. Society also has its own more 
or less effective way of punishing breaches of moral, customary 
or religious laws by more disapproval or, in more serious cases, 
by fines or social ostracism. Economic laws, on the other 
hand, are not, commands in this sense. They are in the in- 
dicative mos^ and not in the imperative mood. They do not 
say ‘Do this’ o? *Do not do this’, but they assert that certain 
causes are followed by’^'^ertain effects. If we do not desire 
the effects, then it is opfen to us to avoid the causes or to 
counteract them. There is no such thing as ‘disobeying’ or 
‘acting contrary to the laws of j-xililical economy’, for the 
simple reason that these laws do not command us to act or 
refrain from acting m a particular way. We may of course 
act in Ignorance of these laws or fail to understand them, just 
as we may fail to understand a proposition of Euclid. Yet 
we do not talk of disobeying a proposition of Euclid, and 
strictly speaking it is quite as absurd to talk of disobeying or 
acting contrary to an economic law. 

§8. Principal divisions of economics and the interrelation 
between them* — Economics, as said above, deals with man in 
relation to wealth. In the complex economic organization 
of modern society the activities of man in relation to wealth 
have to be studied from various points of view, namely, con- 
sumption, production, exchange, and distribution of wealth. 
These give us the traditional four principal divisions of econo- 
mics. In view, however, of the important role played by 
modern States in the economic life of the community, State 
economics or the economics of government, of which public 
finance is the most vital aspect, may be added as the fifth 
division of economics. 

It is necessary to emphasize that none of these divisions 
can be altogether isolated from the others. All are involved 


I 
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m most instances of economic activity, the essence of which 
lies in the disposal of scarce means for the attainment of alterna- 
tive ends.^ Let us see how the various divisions of economics 
are interrelated and interdependent. We shall also thereby 
gain a general idea of the principal topics of economics. 

(i) Cons^umpUon of wealth, ^ — Since the existence of our 
wants is the startmg-pomt and basis of all economic activity, 
logically perhaps the theory oi wants, or consumption of 
wealth, ought to be treated first. ^ 

By ‘consumption of wealth’ we mean the use of wealth for 
the satisfaction of our various wants and desires for material 
and non-material things. Consumption is the reverse of pro- 
duction. Just as man can produce only utilities, so he can 
consume nothing but utilities. Often consumption is nothing 
more than usage, as wlieii we use furmture or houses or enjoy 
pictures. The study of consumption, which will be undertaken 
m detail later, includes a consideration of vanous questions, 
such as the characteristics and classification of wants, the Law 
of Diminishing Utility, the principle of Equimarginal Utility, 

^ Some modem economist's do not accept tbe traditional divisions of economic 
theory on the gioimd that they are artificial and calculated to produce m the 
minds of beginners the misleading notion of independent categories Buccessive 
in time. Besides, under the tradiuonai arrangement there is a tendency to 
admit withm the subject of production a good deal of irrelevant matter, eg. 
factory organization, teebmeai education, industrial psychology, etc There 
18 , therefore, a growing tendency among economists to approach the subject 
from a dillerent angle ‘For the older divisions of the subject . they 
aubstitute a study of the subject as a whole, when its vanous elements are 
fixed in quantity and so distributed that there is no economic motive for 
change, and then consider the eflects when changes’ (e g m the growth and 
distribution of population, technical progress, growth of capital, etc.) ‘in these 
elements are introduced. These divisions are met with under vanous names, 
sometimes as static and dynamic theory, but more usually today as equilibrium 
theory, and the theory of variations’ (M, Briggs and P. Joidan, A Textbook 
M5/ Econoimu, 4th ed., p. Sil For a fuller discussion of this topic see Bobbins, 
op cit , pp 64-71). 

In this elementary book we think it desirable to adhere to the traditional 
arrangement. Although the diflteient divisions ot economics are related to one 
another they cannot all be merged into one single department. We treat 
them separately, because such separation helps m ecxmomic analysis and 
makes for eimphcity and clarity. Besides, although each of these divisions 
has affinities with others, each also has its special problems which are best 
treated separately. 

^ This subject was until recently neglected by economists Thanks, however, 
to the psychological studies of human desires and wants by economists of the 
Austrian school and other modern economists hko Marshall, the theory of 
consumption is now receivmg greater attention. 
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Bagei’g Law of Family Expenditure, Consumer’s Surplus, the 
Law of Demand, etc. 

(ii) Productim of wealth . — ^Next follows the study of pro- 
duction of wealth. It is obvious that man caimot create matter 
any more than he can destroy it. He can, however, create 
uUlitiee, which is a very different thing. This means that 
he can transform, adjust and arrange matter or materials 
supplied by nature bo as to endow them with utility, i.e. to 
bring them into a condition in which they can be used for 
the satisfaction of his wants. Production therefore means 
the creation of utilities.^ Under Production we discuss the 
main factors of production, namely land, labour, capital and 
organization; the different branches of production, e.g. agri- 
culture, manufactures and mining; the Laws of Betums, 
namely diminishing, increasing and constant returns; and in- 
dustrial organization including combinations, trusts and cartels, 
division of labour and localization of industry. 

Relation between comumption. and production . — All wealth 
that is produced is sooner or later consumed; in fact con- 
sumption is the sole purpose of production. Production is the 
means and consumption is the end. Being the source of all 
economic activity, consumption directs the course of produc- 
tion, Production in its turn influences consumption for the 
obvious reason that the volume of production sets a limit to 
the amount of consumption and detennines the standard of 
life of a people. Economically advanced countries like the 
United Kingdom or tlie United States have a much higher 
standard of life than economically backward countries like 
India and China with their low production. Again, whether 
consumption is rational or not has an obvious bearing on 
economic efficiency and ultimate welfare. 

In a sense the production of wealth involves the consump- 
tion of commodities or energy. However, this is not consump- 
tion proper. For example, the consumption of coal by an 
engine is really an act of production. This is sometimes 
referred to as ‘productive consumption’. On the other hand, 
consumption of wealth (‘final consumption’) as such leads to 
the direct satisfaction of human wants. 

(iii) Exchange of wealth . — Under the present economic 
organization no one is self-sufficient. Each individual is ordin- 
arily dependent on others for the satisfaction of his needs, 
because each specializes in the production of some particular 

' I^rodaction involves the creation of on© or other of three kinds of utilities r 
form utilities f place utilities and time utilities. See ch. v. 
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0 <HmiK>dity or service. What be does not produce hiiuself be 
most obtain from others in exchange for what he does pnK 
doce. Exchange is thus a vital part of onr present economic 
system, and we shall have to consider various problems such 
as the basis of exchange and valuation, the mechanism of 
exchange-markets, money, credit and banking, and inter- 
national trade. 

Relation between production and exchange . — ^Most produc- 
tion nowadays being for the market and ordinarily not for the 
direct satisfaction of the producer's own needs, production 
and exchange are closely interrelated. Indeed exchange may 
be regarded as the last link in the chain of production, which 
is not complete unless the commodity or service that is pro- 
duced is placed in the hands of the consumer. Exchange is 
thus the connecting link between production and consumption 
in modern economic organization. Nevertheless value and 
exchange raise kSo many complex and far-reaching issues that 
they demand separate treatment. 

(iv) Distribution of wealth . — ^The apportionment of the 
wealth that is produced among the various factors of pro- 
duction that have collaborated in its production is called the 
distribution of wealth. E’our principal shares may be distin- 
guished : {a) Rent, the share of nature or land, (b) Wages, 
the reward of labour, (c) Intereht, the income of capital and 
(d) Profit, the remuneration of enterprise. In our complex 
economic organization, it is by no means easy precisely to 
determine these respective shares. In fact, the subject 6f 
distribution of wealth is the most controversial one in the 
whole field of economics, and impinges upon some of the 
most important current problems and controversies, e.g. the 
struggle between capital and labour, and the isssues raised by 
the criticisms of the existing economic system in general and 
that of distribution of wealth m particular, by the various 
schools of socialism. We shall consider some of these ques- 
tions in chapter xvi. 

Relation of distribution to consum/ption of wealth. — Distri- 
bution is connected with consumption since it determines the 
relative standard of living of the various productive classes. 

Relation of distribution to production of wealth . — The 
volume of production determines the magnitude of the various 
shares in the aggregate. The national dividend available for 
distribution and the shares of the various factors depend on 
the efficiency of the productive system. But production in 
its turn is influenced by distribution : for example, a defective 
and unjust system of distribution of wealth would impoverish 



INTRO OtTCTOBr 13 

production, besides leading to other undesirable social con- 
sequences. 

Relation of distribution to exchange of -Distribu- 

tion and exchange (and value) are also connected with each 
other. It is instructive to consider distribution as an illustra- 
tion of the theory of exchange-value. The various shares — 
rent, wages, interest and profits — ^may be looked upon as the 
values or prices paid for obtaining the services of the respective 
factors of production, though we must also pay some atten- 
tion to the historical aspect of distribution. The different 
factors of production have certain peculiarities which distin- 
guish them from ordinary commodities, and we must also 
consider the institutional basis of distribution, e.g. the system 
•of private property and inheritance. All these special problems 
make it necessary to consider the subject of distribution d 
wealth separately. We cannot treat it merely as a particular 
ease of the general theory of value. 

(v) Economics of government . — We have already ex- 
plained why the economics of government, or public finance, 
is considered today as the fifth division of our subject. 
The abandonment of the laissez-faire creed, the growing range 
of the economic functions undertaken by modern States under 
socialistic influences, the complex problems of public finance 
in general and of war finance in particular, the increasing 
importance attached to economic planning by the State — all 
these considerations emphasize the need for a study of this 
branch of economics in any systematic treatise. It must 
include a study of the theory and practice of the economic 
functions of modem Governments, the principles of taxation 
and public expenditure, public debt, etc. 

§9. Relation of economics to other social sciences. — Econo- 
mics, being a study of man (in relation to wealth) as a member 
of society, is closely related to other social sciences, such as 
sociology, politics, jurisprudence and ethics. 

(i) Economics and sociology . — At the outset we may 
refer to the view put forward by (lomte and other writers that 
economics is merely a branch of sociology, which is the general 
science of man and of society or social relations. They argued 
that all aspects of social life are so closely connected that a 
■special study of any one of them must be futile. They urged 
pn the economists the necessity of abandoning their special 
study of economics and devoting their energies to one unified 
and all-embracing social science. But as Marshall points out, 
a unified social science, however desirable, is unattainable. 
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for the whole range of man’s actions in society is too wMe 
and too various to be analysed and explained by a single 
intellectual effort*^ While Comte showed well the evils of 
extreme specialiaiation> he failed to prove that there should 
be no specialisation at alL No doubt the social forces act 
and react upon one another and therefore no science has abso- 
lutely clear-cut boundaries. It is also true that wealthy tlie 
subject-matter of economics, cannot be treated in isolation 
from the social phenomena connected with Church and State, 
standards of morality, the system of jurisprudence, and so on, 
particularly when the economist proceeds beyond mere wealth 
and touches on the practical problems of welfare.^ We may 
furthar remind ourselves that in our final decision in regard 
to many social problems, economic considerations may have 
to yield to political or ethical ones. 

The best plan would therefore be, while treating economics 
as a separate social science, to discuss its points of contact 
with allied social sciences. The separation of economics is 
essential for economic investigation and for a proper com- 
prehension of economic principles; while the study of its rela- 
tions to other social sciences enables us to view it in its proper 
perspective in the scheme of social sciences.® 

^ Marshall, op. cit., Appendix C. 

* cf. ‘Economics is not a complete philosophy of society, it does not give a 
complete account even of that part of human conduct which it studies. The 
social relations to which business gives rise are the subject-matter not only 
of economics, hut also of the science of politics, the study of social action in 
general, and of ethics, the study of conduct in general.’ — H. Clay, Econotmcs 
for the General Reader, p. 16. 

■ Tho scope of the different social sciences is roughly indicated by the follow- 
ing diagram taken from Sir Henry Penson, The Economics of Everyday. 
Life, Fart I, p. 6. 

SOCIAL SCIENCES (DEALING WITH THE VABlOtJS BELATIONS 
OF MEN IN SOCIETY) 


BOOKmOOV 

(general principles of 
so<^ial relations) 

lUmiCB ECONOMICS POLITIC S 

(what men ought or (man’s wants and efforts) (man and the State) 

ought not to do) 

LAW 

(what men may or 
may not do) 
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(ii) Ecmomic$ and paliUcs.-^EmnomicB, m wo know^ 
wkk man’s activities in jEmrsuit of wealth, while politics 
Seals with government and the relations o^ the citken to 
the State, Since economic activity is carried on within the 
framework of the State, it is possible for the latter conscionsly 
to modify economic conditions by its policy and laws in rela- 
tion to trade* taxation, laboin; conditions and land. On the 
other hand, economic conditions of production and distribu- 
tion considerably influence the forms and functions of govern- 
ment* Thus the stracture and the functions of the Govern- 
ment of a pastoral country are naturally quite different from 
those of a highly industrialized country. Finally, there are 
certain problems common to both the sciences (e.g. the prob- 
lems of State industries, currency and taxation) though their 
viewpoints are difiierent, the viewpoint of politics being 
administrative, whereas economics is concerned with wealth 
and economic efficiency. The wide extension of the economic 
functions of the State in recent times has increased the points 
of (contact between economics and politics and there is a 
better appreciation of each other’s point of view on the part 
of the administrator and the economist. 

(hi) Economics and jurisprudence , — Much the same rela- 
tionship also subsists between economics and jurisprudence, 
the science of law which seeks to lay down what an individual 
may or may not do. Legislation is moulded largely by social 
and economic conditions, which in their turn are influenced 
by law. Thus, while factory legislation is the outcome of the 
Industrial Kevolution, the Tjaw of Primogeniture leads to 
concentration of land in a few hands and the principle of 
equal inheritance ensures a widespread division of properly 
although it also leads to a minute fragmentation of land. 

(iv) Economics and ethics , — The relationship between 
economics and ethics has been the subject of a prolonged and 
bitter controversy. Some writers have imagined a perennial 
conflict between economics (the ‘science of the purse’) and 
ethics (the ‘science of conscience’). Writers like Buskin have 
given many hard names to economics, calling it a ‘bastard 
science of darkness’, and a ‘dismal science of “illth” rather 
than wealth’. Such an attack on economics was perhaps not 
altogether unjustified at the time it was delivered, because 
in the name of economic laws writers on the subject did seem 
to support the view that the State must not intervene to stop 
the abuses of capitalistic power or to prevent the exploitation 
of the workers by employers. This opposition to beneficent 
legislation like the Factory Acts was, however, based on a 
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grievous error, m modem economists have arbundanljly recog^ 
nhsed. The strictures of Rtiskin and others supply to economics 
in error and not to economics as correctly expounded- At 
the present moment they would be grossly unfair. As already 
hinted, economics does not inculcate the love of money, but 
merely explains how all men are moved by the desire to live 
well and therefore to seek the ^acquisition of material objects 
essential for life. At the worst, the standpoint of economics 
may be regarded as unmoral or a-moral (i.e. ethically neutral) 
but not as immoral,^ It is true that there is no perfect agree- 
ment as to the extent of the friendly contact between these 
two sciences. Both being essentially social sciences studying 
the welfare of society, we obviously cannot divorce one from 
the other, and there is considerable justification for the view 
that *wbat is economically advantageous must in the long run 
he right, and what is correct in ethics must in the end also 
he profitable to the business world’.* Thus ‘honesty is the 
best policy’ is as much a maxim of business as of ethics. 
Nevertheless we can never with profit conjoin the two sciences. 
Por ‘ethics is at once a science and an art : its function is 
to investigate the laws of morality and to formulate rules of 
conduct. . . . Plainly the scope of ethics is wider than that 
of economics’.*’ Economics, on the other hand, is mainly a 
positive science explaining economic facts and phenomena as 
they are and as a rule not sitting in judgement on them. 
While BO economist can altogether ignore ethical considera- 
tions when discussing many economic problems particularly 
those of the distribution of wealth, he is not justified in 
encroaching upon the province of ethics and in insisting on 
the application of ethical ideas to economic concepts. We 
must, however, admit that recent economic thought is coming 
more and more under the influence of ethics. 

§10. Relation of economics to some other sciences.— Econo- 
mics has points of contact with some other sciences also. Thus 
the facts of the physical world and important scientific dis- 
coveries and inventions obviously influence economic conditions 
in a country. J^ut as a matter of scientific classification the 
investigation of these physical facts belongs not to economics 
but to the various physical sciences. The conclusions of these 


* According to the definition of economics given by Bobbins, economics is en- 
tirely neutral between ends and is not concerned with ends m such, i.e. their 
<jnality. See Bobbing, op. cit., p. 24, 

“ Seligman, op. cit., p. 35. 

* Sic John Harriott, Ecommics and Ethkif p. 101 
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otiitr scte0C60 Em tak^B as the basis (rf ecoBomic rEasoniBg, 
bat they me not in themseiyes ecommie laws* 

Mom intmiate are the relations of economics to p^ 4 ho^ 
lo^Vf MaBy of the basic postulates of economics in relation 
to the study of man’s desires, efforts and satisfactions are 
essentially psychological* The increasing attention that in- 
dustrial ]^ychology is receiving in our own times points in 
the same direction* Here again, a complete assimilation of 
economics and psychology is neither possible nor desirable. 
The economist simply avails himself of certain fundamental 
principles and conclusions of psychology. 

Economics is also related to mathematics and -statistics^ 
but largely as to the method followed. Thus the Mathematical 
School has applied mathematical concepts to economic prob- 
lems, making extensive use of algebraic formulae, equations,' 
diagrams and graphs. Some economic problems, such as 
market value, the quantity theory of money, or the law of 
diminishing utility, deal with quantitative relations and can 
be treated as equations of supply and demand and illustrated 
by means of graphs. Such a presentation helps our under- 
standing and makes for precision and accuracy. However, 
as Seligmau remarks, *ihe advocates of the Mathematical 
method (like Cournot, Jevons and Marshall) are apt to over- 
shoot the mark. . . . The mathematical method is the abstract 
method pushed to the extreme. Human aspirations and 
human needs cannot be pent up within the limits of a mathe- 
matical formula’.^ The mathematical method has obvious 
limitations and should be used with caution. 

As regards statistics, while the use of the statistical or 
inductive method of reasoning is very helpful for purposes 
of illustration, it cannot be depended upon for helping us to 
formulate economic laws. The danger of the statistical or 
tlie concrete method is opposite to that of the mathematical 
method. Statistics may simply encumber economics with 
masses of figures without helping us to deduce any general 
principles from them. 


SUMMARY 

Economics is 4 social science. Wants, efforts and satisfactions comtitnte 
the essence of economics. It is the study of mankind in the ordinary business 
of life, i.e, the business of acquiring and spending wealth or of dis|ioeing 
of scarce means which have alternative uses. It is concerned with man as 
he is engaged m this kind of activity. However, what it considers in this 

* Seligman, op. cit., p. 81. 
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16 not inUpidual htimaB action but tbe action of gronpa of human 

bcinp. 

In econoiniofl aur ptimary busiuess is to un 4 erstanci things as they are^ 
to explain the fotrces actually in operaticm in the economic sphere. We are 
not concerned with laying down rules of conduct for the individual or the 
nation* That is to say, economics is more a science than an art. The line 
dividing the two is, however, a thin one, and economics is tending to have 
a rapidly increasing influence in shaping practical afiairs. A sound knowledge 
of economics is of great signihcance to the statesman, the business man and 
the worker and should be helpful in promoting social harmony. 

Economic reasoning is based on several assumptions. On© of these is 
that of the Economic Man^ supposed to be always moved by the motive 
of getting the maximum of wealth with the minimum of effort, and able and 
willing to transfer his labour or capital freely as dictated by this motive. 
These assumptions are not wholly correct but sufficiently correct, so that 
conclusions drawn from them are sufficiently valid. 

The economist neither welcCmes nor regrets the predominance of the 
economic motive. He takes facts as they are. (The motive of making 
money is not necessarily a sordid motive. It is mean or noble according 
tC the uses to which money is put.) Nor does the economist hold that the 
economic motive is or ought to be the sole motive of human conduct. He 
admits (and often rejoices at the fact) that non-economic motives sometimes 
exercise a powerful influence on human conduct; and he may even find it 
necessary to modify his conclusions or his assumptions so as to make them 
consistent with the actual facts of life. But in the mam his arguments take 
it for granted that man is guided by his ideas of eelf-mterest. 

In economics, as in most other sciences, tho most satisfactory results are 
reached by usmg both induction and deduettony supplementing and checking 
each of these methods by the other. 

The laws of all sciences are hypothetical. Economic laws are not an 
©xcqition to this rule. They are statements of tendencies. They state that 
certain effects will follow from certain causes in the absence of counteracting, 
or modifying causes. If counteracting causes are present, the effects may 
not he visible or may be only partially visible. 

One special element of uncertainty in economic laws is that they deal 
with human behaviour, and the behaviour of men is uncertain. Fortunately, 
however, the behaviour of groups of human beings, with which alone economics 
is concerned, is more calculable than the behaviour of individuals ^ with which 
economics has nothing to do. 

Because economics has to do with human behaviour and because in the 
sphere of economics there is hardly any scope for experiment, economic laws 
are less exact than the laws of the physical sciences. But they are more 
exact than the laws of other social sciences, the reason being that economic 
motives can be measured by money. 

Economic laws must not be confused with statutory, moral or customary 
laws, which are commands and not mere statements telling us how certain 
causes are followed by certain effects. 

The principal traditional divisions of economics are Consumption, Produce 
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DteibutioB of Wfiaith. Public Bmimcet in ,ol ib» 
|)meab4ny importance, may be reg^d&d as a filtb division. 

®iese divisions, however, are more or less closely inierrelaied with, one 
another. Their separation helps ns in economic analysis. , 

Consumption, i.e. the satisfaction of human wants through the use of 
wealth, is the ultimate aim of all economic activity, so that it is. connected 
in a vital manner with all the other branches of economics. It is clearly 
connected with production, as the end is connected with the means: ssucb 
things are produced as are required to be consumed. Consumption also reacts 
on production in the sense that rational consumption increases, as irrational 
consumption injures, the productive capacity of a community. On the other 
hand, the volume of production determines the standard of living (consumption)., 

By production we understand the creation of economic utilities, as by eon^ 
sumption we understand the use of econemic utilities for the satisfaction vfe 
derive from them. 

production and exchange. — Under our present economic system produc- 
tion is generally for sale (i.e. exchange). In fact, until what is produced 
reaches the hands of the consumer (i.e. until it is sold), the process of pro* 
duotion )8 strictly speaking not complete. Production and exchange are thus 
closely linked together. ? 

Duinhuiton. — Bvery act of wealth-production involves the coroperation of 
those who possess the four ‘factors’ or ‘agents’ of production, namely I/and, 
Labour, Capital and Organizing Ability. The wealth that is produced by 
their co-operation is shared by them and goes out as Bent, Wages, Interest 
and Profit. Under Distribution we explain the manner in which these aharea 
are determined. 

DistrihuUon and consumption. — ^Distribution is related to consumption 
because it determines the relative standard of living of the four productiwe 
classes. . . 

Distrihuiion and production, — ^Production influences distribution for the 
same reason that it influences consumption. The amount of what is produced 
is also the amount available for distribution, and determines tbe possible 
magnitude of the different shares. 

Distribution in its turn reacts on production. For instance, any pre* 
valent system of distribution may result in each of the factors receiving 
its due, in which case wealth will bo produced satisfactorily. Otberwise, 
if any of the factors gets less than its due it will not be willing or able to 
make its c/mtribution effectively, and consequently the aggregate wealth pro- 
duced will be less than before. 

Distribution and exchange.-— Bent, Wages, Interest and Profits, however, 
can be regarded as cases of value (or exchange). Thus wages are the wilne 
of labour, rent is the value of land, and so on. 

Economics and sociology. — Sociology is a general science of man and social 
relations. Although all aspects of social life are closely interrelated, it is 
not desirable to treat economics, politics, etc. as mere branches of sociology, 
since one single science cannot do justice to the whole range of man’s actions 
in society. Tbe best plan is to treat economics as a separate social science 
and at the same time to bear in mind that it has points contact with 
other social sciences. 
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and poUtd^s.^^^Bcomoam is ciosely irelaWi to ^liticss, wlii<^ 
4 «^!j 9 wii^ goreummi kni tho reliti^ o! tbd citiKOXis to tlio StfttO* Whik 
OOO^oiQciio cooditioxks 'tiro modified by tbo policy Of tbe Stt^to, tbe otnicture 
ood toetloos of tbe Govciminotiit are in ton infinenoed by condiUons of pto^ 
diictitm And diBttihntim, Lastly, both economics and politics have certain 
OOtbibiOd ptfObUsms, snob Os cifiOrency, tataiion and State industries* ibotigb 
to'iriew^poitits Of tbe tWo sciences are different, 

'Wmitomm and furisptudenee, — similar relationship exists between econo- 
mics and jurisprudence, which is the science of law. While legislatioii is 
moulded by economic conditions, theSe in turn are influenced by law. 

Bvamrmcs and ethics.— Some writers like Buskin have condemned econo- 
nidce as % dismal science which is m conflict with ethics. This charge is, 
however, unfair. Economics does not inculcate the love of money, but merely 
explains how men are moved by the desire to live. At the worst economics 
may be regarded as an unmoral ^ but not an immoral, science. It is entirely 
neutral as between ends. Since both economics and ethics as social sciences 
ire^ interested 4n the welfare of society, one cannot be divorced from the other. 
At the same time, complete fusion of the two sciences is to be deprecated. 
IWm economist is not justified in unduly encroaching on the province of ethics 
and in constantly applying ethical ideas to economic concepts. 

’ B<^atim of economics to some other sciences , — Economics is also related 
to* other, seiettcas, for instance to the physical sciences which deal with the 
facts of 'the' physical world influencing economic development. 

BeoAomicS is more intimately connected with psychology, since many of 
the assumptions of economics in relation to man's desires, efforts and satis- 
factions are essentially psychological. 

Economics is also related to mathematics and statistics largely by reason 
of tW method followed. The analytical mathematical method applied with 
doe attention to economic problems like value, is useful for a better under- 
Standing of these problems. The etatistical method is helpful for illustrating 
doonomic laws but not for discovering them. 
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LANDMARKS OF BOONOMIC DEYBLOPMENT 

Bablikb Stages of Dbveeofmbnt 

§1. Root-grabbing and hunting stages. — The following nsna! 
classification of the stages in economic development is helpfiil, 
especially for the understanding of earlier economic life : (i) 
the Hunting stage; (ii) the Pastoral stage; (iii) the Agribirf. 
tural stage; (iv) the Commercial stage; and (v) the IndustKdl 
stage.* .H 

In the remote past savage man lived on wild roots and 
fruits, and in many cases practised cannibalism. He had no 
more needs than the brute animal, and his existence was >as 
precarious. The root-grubbing stage was followed by i the 
hunting stage, the transition being facilitated by the abundance 
of game and the use of weapons, as civilization prt^ressed 
from the early Paleolithic to the New Stone agp, and later 
to the Bronze and Iron ages. The earliest weapons consisted 
of objects ready at hand — wooden sticks, animal hones, tusks 
and teeth, pieces of stone and combinations of these. The 
discovery of fire and the employment of metals led to an 
immense improvement in tools and weapons — arrows, knives, 
javelins, hammers, mill-stones, daggers and saws. The hunt- 
ing tribes would constantly move from one game area to 
another as the older areas were exhausted. Where conditions 
were favourable, men took to fishing and developed the ddll 
and the methods connected with it. 

§2. The pastoral stage. — With the growth of population, the 
need for a less precarious and more abundant food supply was 
felt, and domestication of animals partially took the place 
of destruction of animals by hunting. The tending of flbeks 
of sheep and herds of cattle w'as now extensively practised to 
secure a more permanent supply of food, and incidenttdly tO 
obtain clothing and transport facilities. The pastoral stage 
was incompatible with settled abodes. In this stage, as Cftttle 
came to be highly prized, the conception of private property 
in them arose, and inequahty of wealth emerged owing to 
differences in the number of cattle owned. 

§3. The ^i^oultural stage. — ^The transition to this stage was 

^ S©© SehgmaD, op. at,, pp. 6M0. 
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gradmL Even in the bunting stage, there was a primitive 
type of agriculture practised by the womenfolk. Side by side 
with the domestication of wild animals, we have domestics* 
tion of wild plants, and in course of time agriculture appears 
with regular cultivation of land and settled abodes. There 
were more assured and growing supplies of food for man and 
cattle, and it became possible to support a larger population 
on a given area of land. Men came to be organized in patri- 
archal families, and the need for hard work on the land and 
for protection led to the use of captives in warfare as slaves. 
Laud was held in communal ownership, but houses and move- 
ables were the property of the family. These agricultural 
households or families were largely self-sufficing and had 
hardly any occasion to deal with the outside world. Gradually, 
a collection of such families gave rise to villages or village 
communities leading a simple, self-sufficient life. Villages 
sometimes developed into towns where commercial, religious 
or pplitical factors favoured such a development. 

§4. transition to commercial and industrial stages.— No dog- 
matic statement can be made regarding the exact chronological 
'^uence of the stages so far described. It is even Joss safe 
to be dogmatic about the sequence in the case of the later 
stages. Sometimes, the commercial stage followed and at 
other times preceded the agricultural stage. Tn the case of 
many coastal peoples, the fishing and commercial stages appear 
at the same time without the intervention of agriculture’ 
(Seligman). It is also clear that the agricultural stage was 
not altogether superseded by the later commercial and indus- 
trial stages, although of course it was greatly modified. For 
example, extensive cultivation gave place to more intensive 
methods of cultivation, and in recent times agriculture is 
getting mechanized or industrialized so that its organization 
is becoming akin to large-scale industrial organization.^ 

,, Instead of laying down any invariable order in which one 
siage follows another, it is more instructive to study economic 
development, especially in its later stages, from the funda- 
mental point of view of the relation between producer and 
consumer. This involves the study of the improving technique 
of production, the growing division of labour, the widening 
of the markets, and the introduction of money and credit 
economy. 


* cb. viii. 
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Latee Stages of Development 

§5. Stales of faillistrial Ofolntion — ^We may roughly distin- 
guish four successive stages or types of industrial evolution ; 
(i) Family Economy; (ii) the Guild or Handicrafts System; 
(hi) Domestic Industry; and (iv) the modern Industrial *or 
Factory System (Capitalist or Industrial Economy). We shaH 
now jffoceed to describe the salient features of each of these 
stages. 

§6. (i) Family Eoonomy. — ^In Europe, broadly speaking, until 
the beginning of the Middle Ages the self-sufiScing family 
system prevailed. The family unit, which was generally large 
and often included slaves and serfs, produced all that it wanted 
and consumed all that it produced. Collective production 
and consumption with a simple division of labour among the 
various members of the family was its main characteristic. 
Thus the family raised its own food, made its own clothing, 
put up its own houses, and met its other needs from its own 
resources. Naturally, in the more conservative atmosphere 
of agriculture in the villages, this self-sufBcing family system 
survived longer than in the industrial and commercial towns. 
§7. (ii) The Guild (Handicrafts) System. — Gradually the self- 
sufficiency of the family broke down, and a body of professional 
craftsmen came into existence. To begin with, the family 
group took the occasional help of outsiders or itinerant workers, 
such as carpenters and cobblers, who were supplied with the 
necessary materials by the family groups who invited them. 
With the decay of slavery and the extension of economic 
activity, the itinerant workers were transformed into perma- 
nent autonomous craftsmen who began to work in their own 
houses with their own tools and on their own raw materials, 
and disposed of their goods m their own shops : they often 
continued to cultivate their small holdings also. Production 
in this stage is still on a small scale and there is as yet no 
intermediary between producer and consumer. The market 
IS small and near at hand, and the producer (smith, cobbler, 
carpenter, potter, weaver, etc.) is in direct touch with the 
consumer. An important feature of the handicrafts system 
was the association of the members of a trade or occupation 
into crafts or merchant guilds with their apprentices, journey- 
men and master-craftsmen. Eeligious motives (e.g. worship 
of a common saint) and community of professional interest 
were the ties Iiolding together these functional groups, which 
regulated the quality of the products and their price, and also 
looked after the welfare of their members. Each gqild was 



M PuinotBLn& or nconouiCB 

keen on mamteiuiEg ite monopoly of a particular trade. Thia 
is the famous guild system which flomshed in Europe in the 
Middle Ages, At one time the guilds acquired political domina- 
tioB and the manors sank to the position of purveyors of 
rajv materials to the town guilds. In India also the various 
caste groups, or caste panchayaU, for a long time performed 
functions similar to those undertaken by the European craft 
guilds.^ 

The guild system could work only so long as the market 
was local and narrow. But it gradually broke down as com- 
merce began to extend towards the close of the Middle Ages 
and distant markets had to be catered for. Another cause of 
its decay was the abuse of their monopoly and privileges by 
the richer guilds, which resulted in shutting out the majority 
of workmen from the prospect of ever becoming master- 
craftsmen. 

§ 8 . (iii) The Domestic System. — ‘The next stage is marked 
by the advent of various kinds of commercial middlemen, 
who act as intermediaries between the actual workers in their 
small domestic workshops and the final purchasers ; the widen- 
ing of the market being both the cause and the result of their 
appearance/^ The workman was t^us differentiated from the 
capitalist employer and partially lost his economic indepen- 
dence, since he was now supplied with raw materials by the 
employer, who also disposed of the finished product. It is 
however called the domestic system since the worker still 
continued to work in his house and usually with his own tools, 
unlike in the succeeding factory system. Division of labour 
m this stage proceeds a step further under the supervision of 
the capitalist middleman. This was the prevailing type of 
indnstrial organization on the eve of the Industrial Revolu- 
tion in England about the middle of the eighteenth century. 
In India, the domestic system of industry still largely sur- 
vives, though it 18 being gradually displaced by the factory 
system. 

§ 9 . (iv) The Factoiy System. — ^The Industrial Revolution, 
the advent of machinery, large-scale production and world- 
wide markets — all these are closely connected with the estab- 
lishment of the factory system which is the typical form of 
modem industry. The capitalist employer now acquires com- 
plete control over the industry, which is conducted in his own 
workshop or factory with the help of hired labour. The work- 

* See our Elements of Indian Economics ^ ch. i. 

^ Sir W* J, Ashley, The Economic Organisation of England ^ p. 36. 
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Ma of ooarao is too poor to own either the machinery and 
the factory or the raw materials, and is now reduced to Ae 
position of a mere wa^ge-earner, providing only, the labomMtorce 
in return for a stipulated wage. The owners as controllers 
ctf cai^tal not only find the market for their goods, but them- 
selves organize and regulate the processes of manufacture. 
The most recent phase of the factory system is seen in the 
present tendency towards consolidation and integration ef 
industry by the formation of vast industrial eombinations, 
such as trusts and cartels.^ Perhaps the most important feature 
of the factory system is production in anticipation of demand. 
We have also a very complex division of labour and |ffedomin- 
anee of competition instead of custom. Also, barter has been 
displaced by a money and credit economy and markets have 
become national and international in scope. 

§10. Sonrivals of the domestic system.— While the factoiy 
system is the typical form of business enterprise today, it 
must not be supposed that other forms have been completely 
supplanted by it. The domestic system is still prevalent, 
especially in certain trades, such as the ready-made clothing, 
the weaving, lace-work, hosiery, glove-knitting, clock-making, 
and cane-work trades. It also exists in the so-called 'sweated 
trades’ which arc a blot on the present economic system and 
in which employers exploit the worst-paid labour of women, 
aliens and other necessitous persons who are content to work 
for the smallest addition to their income. 

Small-scale industry or domestic industry is still predomin- 
ant in India, and it is discussed in our Elements of Indian 
Economies under the heading of Cottage Industries.* 

The Industrial Eevolution in England 

§11. Meaning of ‘Industrial Revolution’. — The last stage in 
economic development is compendiously described by the term 
‘Industrial Revolution’. This term is used to indicate all 
those changes in the conditions of life and labour brought 
about by the application of power to industry and transport, 
and the consequent substitution of the factory for the older 
domestic system, the introduction of new methods of produc- 
tion and of transport, land generally the progressive control 
over the forces of nature, which have been made to yield in- 
creasing quantities of wealth as well as more and more varieties 
of it. The period of English economic history covered by the 

^ See viii. 


® CSh. XV. 



% EIiBMBNTAB.f FBINOIPLBS OB BOOH OHIO S 

lodtistrial BeTolution roughly extends over a century, from 
1750 to 1850. 

While the Industrial Eevolution in England was catas- 
trophic in one sense (since it involved changes in social and 
economic life so complete and so rapid as to be properly indi- 
cated by the term ‘Eevolution*), in another sense it was 
merely a culmination of the movements which had been in 
operation for nearly two hundred years* These movements 
came to a head and acquired sufficient momentum about the 
middle of the eighteenth century to cause those spectacular 
changes with whicli the name Industrial Eevolution is particn- 
larly associated. The Industrial Eevolution first made its 
appearance in England, but subsequently other countries 
passed through it with more or less similar results. It is thus 
a world-wide phenomenon. It may be said to have started 
in India about the middle of the nineteenth century and 
its effects on the economic structure of the country are de- 
scribed in Elements of Indian Ecornmnies. 

§12* England before the Industrial Revolution. — Before the 
Industrial Eevolution in England, the conditions of economic 
life in agriculture, industry, trade and transport were not 
unlike those prevailing in India at the beginning of the nine- 
teenth century. England was then mainly an agricultural 
country, and both agriculture and industry were carried on 
on a small scale by yeoman and artisan. The transport sys- 
tem was primitive, and enforced a life of self-sufficiency on 
the local units. Trade was not much developed and the bulk 
of the internal trade was conducted at weekly markets and 
fairs. 

(i) Agficulture. — Agi-iculture w^as conducted in the peas- 
ant village (known as the manor m the Middle Ages). Land 
was unenclosed and was under the primitive tillage of the 
common field system. The agrarian system of the Middle 
xVges was still in force. The arable land of each village was 
divided into three great strips, subdivided by ‘baulks* three 
yards wide. The holdings of the peasants lay dispersed all 
over these strips and they were all bound to follow the same 
customary tillage; one strip was left fallow every year and 
on the other two were grown wheat and barley and sometimes 
oats. The meadows were also held in common, and the 
householders had common rights of grazing on the land. 

(ii) Industries ,' — Industry was conducted on a small scale 
by the artisans in their own houses under the domestic system 
of industry. Already, however, various sorts of commercial 
middlemen had made their appearance between the worker 
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affld the consumer, although in some centres of the wwllen 
industry (the jaincipal manufacturing industry of the time), 
such as the West Riding of Yorkshire, the non-capitahst 
domestic industry still survived. Another industry of the 
time was the iron trade, then languishing owing to the exhaus- 
tion of the forests, which were drawn upon for charcoal : 
coal had not as yet come to be used for smelting iron ore. 
The other trades were the hardware trade in Sheffield and 
Birmingham, linen at Dundee, and the pottery, hosiery and 
silk trades. The cotton trade of Lancashire, now so famous 
throughout the world, was at this period quite insignificant. 
Adam Smith mentions it only once — and then merely inci- 
dentally — ^in his Wealth of Nations. The mechanical arts 
were in a backward state. Even in the woollen trade, which 
was the staple industry of the country, the division of labour 
was still simple, although certain improvements, notably the 
fly-shuttle invented by Kay in 1738, had been adopted. The 
division of labour was necessarily limited because of the 
limited extent of the market due to undeveloped transport 
and communications. England, however, had certain advan- 
tages over other European nations in this respect since special 
facilities for water carriage were afforded by her rivers, and 
there were no internal barriers to trade, as there were for 
example in France. A feature of the industry of the time 
was the combination of agriculture and industry. The artisans 
and small master-manufacturers combined the pursuit of their 
handicrafts with the culture of small freehold pasture farms. 
Already, however, there was a tendency for the capitalist to 
extend his control over industry, and there were cases where 
factories of hand-looms were established by an industrial capi- 
talist on his own premises, where the workers had to go for 
their work. 

(iii) Transport system and exchange . — In respect of 
transport, eighteenth-century' England was one of the most 
backward of European countries. The roads were ‘execrable’ 
according to Arthur Young, being often mere horse-tracks 
across a miry common, or a watery hollow lane During 
winter, communication was seriously interrupted. Wheeled 
traffic was slow, and in many places impossible. Packhorses 
had to be extensively used. The coach service was slow and 
infrequent. There was risk to life and property on the roads, 
which were infested by highwaymen. Agriculture and trade 
were thus greatly hampered. Markets were narrow and un- 
certain, and severely limited the scope for division of labour. 
Little wonder, therefore, that England was divided into a 
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BiMtber of self^mflSoiotit and isolated unite and ecmmuuitiee. 
Coamuerce was confined to a few articles of small bulk and 
great value, and the English village had to satisfy locally 
most of its wants in food, clothing, pottery, implements, etc. 
In the country at large there were great annual fairs, held 
at certain places like Stourbridge (near Birmingham), where 
men from all over the country and even from the Continent 
met to buy and sell. There were also local markets for cer^ 
tain industries, and some internal commerce was conducted 
by travelling merchants and pedlars. Shops existed only in 
towns. 

(iv) Population . — The growth of population was at the 
rate of 5*6% annually as compared with 14% during the 
next fifty years, and this slow growth was a reflex of the slow 
development of agriculture and industry. The south was by 
far the most populous and the richest part of England, and 
the shifting of the centres of population from the south to 
the north, which was such an important feature of the new 
industrial epoch, had only just begun to show itself. England 
was still mainly an agricultural country. 

(v) Economic policy . — The economic policy of the State 
throughout the seventeenth and eighteenth centuries was that 
of detailed State regulation of the economic life of the nation 
in its external as well as internal aspects. Under mercan- 
tilist influences, the foreign trade of the country was subject- 
ed to severe restrictions, especially on the import side; the 
objects aimed at being national strength (which was thought 
to consist in a very special manner in the abundance of 
precious metals) and the protection of home industries, like 
the woollen industry, and of agriculture, against foreign com- 
petition. Internally also, ever since the Tudor period, the 
State had attempted, through -the Justices of the Peace, to 
control trade by the determination of wages, regulation of 
apprenticeship, supervision of the quality of wares, poor re- 
lief, etc, 

§ 18 . Why the Industrial Revolution first took place in Eni^ 
land. — There are many circumstances in the history of Eng- 
land which serve to explain why the Industrial Revolution 
made its appearance there first. The commercial revolution 
of the sixteenth and seventeenth centuries, caused by the 
discovery of America and the all-sea route to India, was the 
necessary preliminary to the later Industrial Revolution, since 
it transformed and extended the scope for internal commerce. 
Wide markets came into existence to absorb the mass-pro- 
duction of the Industrial Revolution. In the struggle for 
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eolonial and ttSTa.1 supremacy with Holland and France, Fng> 
land ultimately emerged victorious, and this enabled her to 
derive the largest benefit from the new commerce. Various 
other factors favoured the progress of the new movement in 
England, such as her insular position, internal free trade, 
the establishment of a parliamentary form of Government 
dominated by a landed aristocracy with a strong industrial 
and commercial bent, the healthy mistrust of State regulation 
engendered by memories of the Stuart despotism, a policy 
of religious toleration which welcomed the immigration of 
skilled foreign artisans, and the opportune development of 
banking and credit. The lull in religious and political contro- 
versy and excitement further helped to concentrate attention 
on industry, and stimulated mechanical inventions, into the 
service of which were pressed the ardour and imagination 
already fired by the discoveries of physical science and the 
revival of mathematics. ‘ 

§14, Foof main aspects of the Industrial Revolntion in 
England. — The English Industrial Revolution had four main 
aspects, namely revolution (i) m Agriculture, (ii) in Trans- 
port, (iii) in Industry, and (iv) m Economic Thought and 
Policy. 

(i) Revolution in agriculture . — The change began in agri- 
culture. The wasteful common field system was supplanted 
by a new system of land tenure and a much more efficient 
agriculture, using new crop manures and implements thanks 
to the advance m agricultural science. Land was enclosed; 
but the Enclosure Movement, facilitated by a Parliament domi- 
nated by landlords, resulted in the disappearance of the yeo- 
manry and the emergence of a class of landless labourers and 
of capitalist tenant farmers employing them. Thus arose the 
present triple division of the big landlord, the capitalist farmer, 
and the landless agricultural labourer. 

(ii & iii) Revolution tn transport and industry . — The In- 
dustrial Revolution manifested itself also (a) in the improved 
means of communication, such as turnpike roads and navigable 
canals; (b) in the introduction of a variety of inventions in 
the coal, iron and textile industries [notably Hargreaves’ 
Spinning Jenny (1770), Arkwright’s Water Frame (1769), 
Crompton’s Mule (1779), Watt’s Steam Engine (1769) and 
Cartwright’s Power-loom (1785)]; and (c) in the establishment 
of the factory system, which involved production on a large 
scale and extensive use of machinery in place of human labour. 

* J. Ii. and B. Hammond, The Rm of Modem fnduetry, 64-S. 
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Abottt 1826, ^.nother revolution in transport methods and com- 
mnnications started, which in the fulness of time brought the 
railway, the steamship and the telegraph* This further trans- 
formed the economic life of England, which soon came to 
depend upon the exchange of her mineral wealth, manufactured 
goods and shipping services for food-stuffs and raw materials 
imported from abroad. She thus definitely lost her old national 
self-sufficiency, and her existence came to depend chiefly upon 
the maintenance of her vast foreign trade* Starting with the 
textile, coalmining and iron industries, the Industrial Bevolu- 
tion gradually spread to other manufactures, and its progress 
was facilitated by the organization of joint-stock companies with 
limited liability, and by the extension of credit and banking. 

(iv) Revolutim in economic thought and policy . — ^In 
sympathy with these changes, economic thought took a new 
direction from the time of Adam Smith onwards. It now 
came to be based on the principle of natural liberty and in- 
dividual enterprise as opposed to the old system of detailed 
State regulation, against w^hich Adam Smith’s Wealth of 
Nations was in great part a well-reasoned and powerful protest. 
The new economic school adopted laissez-faire (let alone) as 
its motto and was responsible for the wholesale repeal of the 
old Elizabethan regulations and statutes in regard to wages, 
apprenticeship, etc., thus removing all obstacles in the way 
of capitalistic enterprise and free competition and greatly 
hastening the pace of the Industrial Eevolution. It must be 
remembered, however, that the laissez-faire policy, while it 
accelerated the pace of the Industrial Revolution, aggravated 
the evils of the period of transition, inseparable from any 
revolutionary change, and postponed the redress of the many 
social and economic grievances which had arisen mainly from 
the Industrial Revolution. The agitation in favour of the 
removal of all restrictions on foreign trade took a longer time 
to bear fruit. It was only about the middle of the nineteenth 
century that the Corn Laws — the last stronghold of Protec- 
tionism — were repealed. 

§15. Results of the Industrial Revolution .—Such far-reaching 
changes in the technique of production, economic organiza- 
tion and thought could not fail to produce striking results, 
both desirable and undesirable. 

(i) In the first place, there was an immense increase in 
the production of wealth, a vast extension of internal and 
external trade, and expansion of credit and banking. 

(ii) Secondly, the position of the population of England 
underwent fundamental changes. There was a rapid increase 
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m totaLinimber^ as also a taremeiidous movement of the popula- 
tion from the south to the midlands and the north, which 
now became a hive of industry* There was also a big increase 
in the tarban population* 

(iii) Thirdly, there were fundamental changes in the 
social and economic organization of the country, with the 
balance of social and political power turned in favour of the 
capitalist classes, to the detriment of the working classes, both 
in industry and in agriculture. 

(iv) Fourthly, domestic industry was supplanted by the 
large-scale factory with its thousands of 'hands’ (factory 
labourers). They were connected with the capitalist by no 
other bond than the cash nexus which took the place of the 
old human relations between master and workmen* 

(v) Fifthly, the concentration of capital and the instru- 
ments of production in the hands of a small moneyed class 
led to the divorce between the working and owning classes, 
and split society into two hostile camps at war with each other, 

(vi) Sixthly, the insecure and precarious life of the 
labourer living under an ever-present threat of unemployment, 
the frequent strikes and lockouts throwing society out of gear, 
and the dislocation of the economic equilibrium due to recur- 
rent crises, came to be the features of the new industrial 
order, and society was faced with new and complex social, 
political and economic problems. In short, the Industrial 
Bevolution created the new problems of wealth without wel- 
fare and of economic instability, which are yet far from being 
solved. Modern socialism may be regarded as a protest against 
the glaring defects of the new economic system, especially 
on its distributive side, and against the evils of the control 
of the system by private capitalists. It has succeeded in dis- 
crediting the old laissez-faire policy and in persuading modern 
States to undertake measures of amelioration. Factoiy or 
labour legislation, to which every modern State has resorted 
more or less wholeheartedly, has necessarily meant the cur- 
tailment of the liberty of the employer, by limiting the bours 
of work and the age of employment, by prohibiting the em- 
ployment of women at night, etc. It has also secured various 
advantages to the workers, such as the privilege of forming 
Trade Unions, a system of insurance against unemployment 
and sickness, compensation for injuries received in the course 
of employment, maternity benefits and old-age pensions.^ 
State regulation of the economic affairs of the nation has 


* See also ch. xvi. 
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once again become a normal feature, although it is ofaviou® 
that its aims, ideals and methods are not the same as before. 

SGMMABX 

Bconomio liCe, as afc present lived by cavilized man, is tbe outcome of a 
prolonged process of evolution. 

In the earliest stages man lived on wild roots and fruits and in tbis 
'roct-gruhhing* stage there was nothing to distinguish bis manner of living 
from that of any other wild animal. 

The nexb stage was the hunting stage in the course of which man learnt 
to fashion and use various crude weapons, which improved with the discovery 
of fixe and the employment of metal?. 

The third stage, known as the pastoral stage^ was characterised by the 
domestication of annuals which provided the means for a more reliable and 
more plentiful food supply than before. 

The agricultural stagCy which was the next advance, was marked by the 
organization of men in patriarchal families which settled down in defiait® 
localities for regular cultivation of land. The old mode of life, which involved 
constant wandering over the surface of the earth, was discovered to be un- 
satisfactory. Land was held in communal ownership and the need for hard 
work and protection led to the institution of slavery. These agricultural 
households became eventually enlarged into self-sufficing village communities. 

While it may be permissible to distinguish tbe different stages of economic 
evolution as more advanced and less advanced, we must guard against any 
assumption as to an invariable order in which one stage was succeeded by 
another. The sequence is not always the same. In some cases some inter- 
vening stage may be missed altogether. And more than one stage may exist 
together side by side. 

The later development of economic life takes us to the different stages 
of industrial evolution. 

First we have the Family Economy under which the family unit, large 
in size and lucludmg slaves and serfs, produced everything it wanted and 
itself cobsumed everything that it produced. 

Secondly, we have the Handicrafts System under which a body of pro- 
fessional craftsmen or specialists came into existence. These autonomous 
craftsmen necessarily worked on a small scale and catered for a limited 
market m which the producer was m direct touch with the consumer. 

An important feature of the handicrafts system was the association of 
members of an occupation into guilds. 

This guild system flourished m Europe m the Middle Ages. But it broke 
down towards the close of the Middle Ages when commerce assumed an 
international aspect. 

The next system, known as the Domestic System, was marked by the 
advent of various kinds of middlemen who appeared as capitalistic employers 
of the craftsmen toiling in their small domestic workshops, now separated 
from the final purchasers. However, though the workman lost his indepen- 
dence, he continued to work in his own house, and usually with his own tools. 
Tinder the supervision of the capitalistic middleman a certain amount of 
division of labour did take place, but it was rather rudimentary. 
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iBto tke wagMaroer. Prododiioo now m in anticipation ol tenaad« 

4nd the dhipion of labour beoomea very ooaaplex. 

Tbe eat«b»}ii»bment of lih© factory sysiem was the result of tli© liwfwfinW 
BmotuU&n wbidi, owing to certain favourable physical, political and social 
nondrtions, tot occurred in England and roughly covered th® period from 
Jl75d to i860. The Industrial Bevolution completely transformed conditions 
of economic life. 

In ugric!fultuf 0 the wasteful common field system with its dispersed hold- 
ings gave place to a more efficient system. Some of the important phases 
of this evolution were the enclosure of land, the disappearance of the old 
yeoman class and finally the emergence of a class of landless labourers work- 
ing for a wage under capitalist employers who secured land on lease from 
the big landlords. 

An important aspect of the revolution was a rapid improvement in the 
system of transport and com rnunioaUon. Better roads end canals— and later 
the railway, the steamship and the telegraph — all enormously widened the 
acope of internal and internaiionai commerce. 

’The introduction of a mnety of inventions in the coal, iron, and textile 
industries, jomt-stock companies, the development of credit and banking, were 
aome of the factors whidi made England the workshop of the world. England 
hereafter found it enormously profitable to concentrate on manufactures which 
flooded the whole world, and m return for her manufactures to import food 
and raw materials from abroad. 

Before the Indmtnal RevoluHon^ England was divided into a number of 
isolated and self-sufficient towns and villages with industry organized on the 
lines of the domestic system, and carried on with the aid of comparatively 
simple implements. During the seventeenth and eighteenth centuries detailed 
regulation had characterized the policy of the State towards industry and 
trade. It came to bo felt as unduly restrictive, and Adam Smith’s powerful 
advocacy of natural liberty in his Wealth of Nations helped materially in 
making a clean sweep of all this restrictive regulation and in giving complete 
freedom to capitalistic enterprise and to domestic as well as international 
trade. The new laissez-fatre policy greatly accelerated the pace of th© Indus- 
trial Bevolution. It also, however, bi ought in its train a number of very 
serious social evils. 

The remits of the Industrial Revolution m England were: (i) an im- 
mense increase in prosperity; (ii) a rapid increase of population and a great 
shifting of it from th© south to the midlands and the north; (iii) the con- 
centration of political and social power m the hands of the capitalistdc dasa 
and a lowering of the status of the worker in agriculture as well as in 
industry; (iv) the substitution of large-scale production for the domestic- 
industry type of production; (v) the splitting of society into two hostile 
camps, the owning employer class and the wage-earning class; and (vi) added 
ittsecority of th© economic life of the worker, industrial disharmony and 
recurrent economic crises. 
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FUNDAMENTAL CONCEPTS OF ECONOMICS 

§1. Utility. — ^The stndent will find the following scheme very 
helpful in understanding certain fundamental economic con- 
cepts which we are now about to discuss : 

0IjA6SIFICA.T10N op UTILITIES’ 


UTILITIFS 



INNEB OR INWARD OUTER OB OUTWARD 

(perBonal) (non-personal) 


FBFiK 

(Not the result of labour, 
not appropriated, not exchanged) 


BCONOMIC 

(i.e. Wealth) 

I 


j 

INOOMK 

(For immediate consumption) 


CAPITAL 

ih'or satisfaction of 
future needs) 


Economic utilities have throe distinctive marks : (i) labour, 
(ii) appropriation, and (iii) exchange-value. When we talk 
of utilities (or goods) we mean things that possess utility (or 
value*jn-use, as it is sometimes called).^ 

Utility is the caimcity to satisfy a human desire or serve 
a human purpose. ‘Utility expresses a relationship between 
a subject and an object from the point of view of the problem 
of want-satisfaction/^ It is a purely subjective and relative 
C035M3ept. From a moral point of view it is a colourless word. 
When we say a certain object has utility, we do not mean 
that it mght to be valued. We simply refer to the fact that, 
rightly or wrongly, it is valued, that people desire to possess 
it. It is in this sense that li(|uor and opium are invested with 
utility by economists. 

As the classification given above shows, all utilities are not 
economic, i.e. are not wealth. Utilities like air and light, 
which are given free by nature and in unlimited quantities, 

* 8e© J. S. Nichokou, Principles of Political Economy, voL I, p. 81. 

* ‘Utility’ may mean tb© quality which makes a thing desirable, or it may 

signify th© desirable thing itself. From the context the reader can easily 
find out which meaning is intended. » Hull, op. cit, p. S8.. 
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lioWoter vitftily useful they may be and although rect^oifced 
as such by humau beiogs, are mevertheless not wealth. *■ 

1 2, Cthareoteristles of wealih.^ — ^Let us enumerate the chatae* 
teristics of wealth ; 

(i) In the first place it posseues utility. 

(ii) Secondly, it is limited in quantity. (Because it is 
as a general rule the result of human labour : and human 
labour as well as the natural resources on which it operates 
to produce wealth are limited. There are a few cases 
wealth where human labour or sacrifice is not involved but 
where the term ‘wealth’ is justified because of the presence 
of other characteristics like limitedness of quantity and utility,) 
‘Free’ goods (i.e. light, air, and water in certain conditions) 
are not wealth, for they exist in unlimited quantities in rda* 
tion to wants and do not necessitate choice and economy: 
they are afforded by nature without any effort and are not 
appropriated by anyone. Only ‘economic’ goods (or scarce 
means) constitute wealth, for they exist in limited quantities 
in relation to demand, require effort and are appropriated. 
Of coarse, free goods may cease to be free and pass into the 
category of economic goods (e.g. water in a city or air in a 
theatre) and therefore of wealth. 

(iii) Thirdly, wealth is external to man and transferable. 
It need not neces-sarily be possible to shift it bodily, but at 
least the right to it should be transferable. For example, a 
house cannot itself be transferred, but the right to it can be. 

(iv) Wealth should he capable of being appropriated. 
That is, one person should be able to possess or enjoy it to the 
exclusion of others. 

All these characteristics may be summed up by saying that 
wealth consists of exchangeable goods; for if a thing is not 
useful no one will want it, if it is ‘free’ or unlimited no one 
will give anything for it, if it is not external, no one can 
part with it, if it is not appropriable no one can acquire and 
hold it as his owm property. Wealth, in other words, consists 
of goods which possess exchange value.* 

Having stated the characteristic attributes of wealth, let 
us now apply our knowledge to a few sample instances. 

Is the love of a mother for her child wealth ? Although one 
of the most valuable things on earth, it is not wealth. It is 
not bought and sold, nor are the many voluntary services which 
are rendered freely by the affectionate mother to her child. 


* See ajio 


* Bee SeUgman, 03^. cit*, p* ^ 3 * 



is notMBg in out ^efimtiou of wealth to suggest ihut 
it consists only of materid things* The $$fvices of a sarvant 
or labourer for which wages are paid, the services of a manager 
or official for which he gets a salary, the professional sarvkea 
of a lawyer and doctor for which fees are paid, are all wealth* 
So are the services of a singer whom you have to pay to hear. 

^ A man’s internal qmliUes and aptitudes (e.g. the special 
skill of a surgeon or the singer’s vocal chords) ate not wealth t 
because although they may be a source of wealth they are not 
themselves transferable. 

Non-matenal external goods consisting of relations hme* 
ficial to a man with other people are wealth because they can 
be bought and sold. Thus when a business changes hands, 
very often the sale price includes not only the \alue of the 
tangible assets but also the value of what is known as the 
^goodwiir of the business, which consists of the advantage 
which the business has acquired and the probability of con- 
tinued custom owing to the reputation already established. 
In the same manner a retiring doctor or lawyer may sell 
his practice. 

1 3, Ciassifioatioti of wealth. — ^The following classification is 
given by Marshall.^ It will assist the student in clarifying 
his ideas. He should study it and compare it with Nicholson’s 
classification quoted at the beginning of this chapter. 


[ 


External 


material 


I 

{ 


^oodB are 


personal 


\ 11. Internal personal 


Tranefeiable (bouse, turni- 
tuie). 

Non ‘transferable (sunlight, 
cbmate). 

Transferable (goodwill of a 
bubmess), 

Non-transterable (i.e. that 
part of a person’s biiemess 
connexion which depends 
on personal trust in him). 

Kon-transferable (i e a per* 
eon’s qualities and faculties 
for action and enjoyment, 
e.g. business ability, pro- 
fessional skill, etc ). 


§4. Wealth of an indiiridual.— We may now proceed to sug- 
gest an answer to the questions (1) What is the wealth of an 
individual? and (2) What is the wealth of a nation? 


Marshall, op* dt., p. 55, n, 2. 
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®be walth <3f m iniivHml conspmes ttie foUowiag jnrin* 
oijwl items 

(i) In the fitst place, there are the material possessions 
exclusively owned by the individual, such as his house and 
farm, furniture and books. These are of course all trans* 
ferable and exchangeable. Individual wealth ala> includes 
any shares in public companies, debenture bonds, mortgages 
and Other obligations which a person may hold requiring 
others to i®y money or goods to him. On the other hand, 
in order to ascertain his true net wealth we must deduct the 
debts which he owes to others. 

(ii) Secondly, we have those non-material goods belong- 
ing to an individual which are external to b’m and which 
enable him to acquire material goods, e.g. his business or 
professional connexions, and especially that goodwill of his ' 
business which can be transferred by sale to a newcomer. But 
as a general rule, we exclude all his personal qualities and 
faculties, such as his personal skill, because they are internal 
to him and not transferable. 

(iii) Finally, a man enjoys certain goods in commop with 
his neighbours. They do not belong to him alone. These 
include civil and military security and the righl to make use 
of public property and institutions — such as roads, street lights, 
public parks and museums — and rights to justice and free 
education. We arc thus led to consider collective, national, 
or social wealth. 

§5. National or social wealth.^ — (i) In the first place, the 
wealth of a nation includes the aggregate wealth of its mem- 
bers and citizens as defined above. All internal debts due 
from one member of the nation to another should be omitted 
in order to avoid double counting of the same item. We must, 
however, deduct bonds held by foreigners from the national 
wealth, or any other external debt of the country. We must 
at the same time add bonds and shares held abroad by the 
citizens of a State. 

(ii) Secondly, national wealth includes public material 
property of all kinds, such as roads, canals, buildings. There is, 
however, usually a heavy item of ‘negative’ wealth in the form 
of a large public debt to be set against this collective wealth. 

(lii) Thirdly, some economists like Marshall reckon for 
many purposes some of the more important free gifts of 
nature which influence national wealth. So the Thames may 
be regarded as part of England’s wealth and the G-anges and 

* MaTshall, op. cit., pp. 66-60. 


Ibid., pp. 68-60, 
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tfce Hitnateyas as part of India's wealth* On t\m other hand^ 
other writers like Seligman are rigidly logical and contend 
that these free gifts are the basis of wealth, not wealth itself* 
(iv) German economists have emphasized the non-mater- 
ial elements of national wealth; for example, the organization 
of a free and well-ordered State or the industrial facnities of the 
people* While we can count as the wealth of a nation advan- 
tages which it enjoys over other nations, we must exclude 
whatever is cosmopolitan in character, e.g. scientific skill, 
which, although it may originate in one nation, tends now- 
adays to be quickly copied by rival nations and thus becomes 
universal or cosmopolitan. 

§6. Cosmopolitan wealth*^ — ^This notion follows from the ex- 
tension of the concept of national wealth to the whole globe. 
It is obvious that we must omit international debts in estima- 
ting cosmopolitan wealth. Under cosmopolftan wealth, we 
may include such things as the ocean which facilitates com- 
merce and must be regarded as one of the most valuable assets 
of the world. As already observed, scientific skill and mechani- 
cal invention are nowadays cosmopolitan in their character 
and form part of the cosmopolitan wealtli, or the wealth of 
the whole world. 

§7. Income. — The concept of wealth leads to that of income. 
There are two measures of wealth : (i) income and (ii) capital. 
Income means a flow or stream of satisfactions, while capital 
means a stock or fund of a series of satisfactions. We may 
thus say that a man is worth Rs 10,000 or that he is worth 
Rs* 000 a year. The income-measure psychologically and 
fundamentally means pleasure and benefit income, but because 
nowadays we are all living under a system of money economy 
and exchange, income has come to mean primarily money 
income. It is on the whole more satisfactory to measure 
national wealth with reference to income than with reference 
to capital. If a person is engaged in busmess, his net or true 
income is found by deducting from his gross income ‘the out- 
goings that belong to its production'. Services rendered to 
oneself, e.g, ironing one’s own clothes; or services rendered 
to one's family, like those of the housewife, are not included 
in this income, since they are free. 

§8. National litoome. — By ‘national income' or ‘national 
dividend' we mean that part of the net income of a country 
which can be measured in money. Marshall’s definition is 
classical ; ‘The labour and capital resources of a country act- 


* Marshall, op. cit., p. 61 . 
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mg m itB ua^tttral iB^otiroes, prod^tceg annually a eartain net 
tiggragate of commodities, material and immaterial, iaokding 
aetirieeB of all kinds. This is the irue net annual income or 
revenue of the country or the national dividend.'^ 

§9. Yaltte.~The concept of value is ultimately connected with 
that of wealth and deinands some consideration in this chap- 
ter, although a great deal more will be said about it in Chap- 
ter IX. Value is the central concept of economics as well 
as its greatest puzzle. It cannot be n^leoted in the study 
of production of wealth, because much that is produced i$ in 
anticipation of demand at a certain price. It cannot be 
understood apart from consumption. It underlies the study 
of distribution of wealth, and its intimate connexion with 
exchange is obvious. If, after Seligman, we define wealth as 
consisting of things possessing value, we may define economics 
as the ‘science of value’.® 

The term ‘value* is ambiguous. It is sometimes loosely 
tised to signify utility. When we talk of valm4n-use we 
mean the actual satisfaction which may vary from individual 
to individual. Similarly intrinsic Ddue means the inherent 
capacity possessed by an object of yielding satisfaction, or the 
esteem in which we ought to hold things in accordance with 
some semi-ethical standard of judgement, and we contrast 
‘value-in-use* and ‘intrinsic value* with value that is current — 
the value that is expressed by the actual rate of exchange. 
Strictly speaking, however, in economics we ought always 
to use the term ‘value’ m the sense of t>aluc4n^exchange. 
The concept of exchange-value dominates the whole of our 
science, as we are living under a system of constant exchange 
or interchange of wealth or possessions. The exchange-value 
of one thing in terms of another at any given time and place 
is the amount of the second thing which can be had there 
and then in exchange for the first. It means its rate of 
exchangeability. 

Value is the result of the socid estimates of goods effected 
by transferring them in exchange. We often say that we 
never know the value of anything until we have to do without 
it. This partially expresses the essential truth of the idea of 
value, which is, that we never know how much we value a 
thing till we come to exchange it for something else.^ 

§10. Price^-*“Since exchange-value means relative exchange 
power we can measure the value, say, of a house in terms 

^ See di. xm. ® Seligmaa, of. vdt., p. 11, 

® ^T. A. Todd, The Smnce of Pnom, ^tid ed., p. 17. 
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df tbuy otte ooBiiJioaity^ iike edws, sheep, lice or salt, aiji 
W may say that its oxchange-valxie is 10 cows, or 100 sheeps 
or S maunds of rice, or 500 mauods of salt. We are» howeretr 
Uo longer livings under a system of barter or direct exchange 
of goods for goods. Exchange is now effected by money (gold 
or silver coins or notes), that is by a common medium of 
exchange, which also functions as a common measure of 
values.^ This leads us to the conception of price, which is 
defined as exchange-valuo expressed in terms of money. Thus 
we may say that the price of a house is Bs. 500, or that of 
a coat is Bs. 10, or of a pen, As. 2, and so on. If we know 
these prices, we also know their relative values. Thus wO 
can say that the value of the house is 50 coats or fifty times 
as much as that of the coat. ‘Value' and ‘price' are often 
used as interchangeable terms. But this is not correct. All 
values (i.e* exchange- values) cannot rise or fall together. If 
for example the exchange-value of a house falls from 300 sheep 
to 70 sheep it means that the value of sheep has risen. Ail 
prices may rise or fall together, but not all values. If the 
prices of all things rise this means that their value in terms 
of money has gone up, i.e. the value of money has gone 
down in terms of commodities.® 

§31. Value and utility . — While no article can possess any 
value unless it has utility, the two terms must be carefully 
distinguished. The concept of value is more complex than 
that of utility. In the first place, value is a relative notion 
of the same order as weight or 8ize.“ It necessarily implies 
a comparison between two or more objects and expresses a 
relation between them at a jiarticular place or time. Utility 
is a simpler concept and it does not imply comparison between 
one object and another. In the second place, value implies 
scarcity, i.e. insufficiency of quantity in relation to demand, 
or difficulty of acquisition. That is why air, while it has 
infinite utility, has no value since it is unlimited in supply, 
while articles like gold or a diamond, which are scarce in 
relation to the demand for them, command a high value in 
exchange.* This was what the old economists had in mind 
when they said that air has great value-in-use (i.e. utilityl 
but no value-in-exchange. 

HUMMAKY 

UtUity meana the capacity tof satisfy a hmaan desire or want-satisfaction. 
Xhings possessing this capacity are called ‘utilities' or ‘goods’. 

‘ See cb. *. » Ibid. 

* C.^Glde, Pnndples of Pohtteal Economy, p, 16. * See also ch. iv. 
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am 4 ivid©d itito: 

(4) 'fV©<s Tittit^es’ a»d (ii) ^Bwowiie <jr 

tie following cfearactesristics : 

(nj Ii Iia9 utility, (^) It is in quantity, 4n’d is generiblly tljer 

rMnli fdl linmAn kbonr. (g) It is extern^] and transferjfiblo. (d) It is cStpablO' 
nf fepng apptopmtod* 

In brief, wealth consists of economic goods which possess exchange-vahia^ 

Wealth conaists of maienal as wll as noTp-material external goods. 

Jndindml wealth most be distinguished from national wealth, 

Jniioidaal wealth: 

(i) Material possessions (mcluding evidences of debts owing from other 8 > 
owned exduswely by the individual. 

(ii) The individuars external, transferable non^material goods (like the 
goodwill of a business). We may also say that his share of common gooda 
like public parks is part of his wealth. 

National wealth: 

(i) But such common material property as a whole is part of eollecti're' 
or mUonal wealth. 

(li) The wealth of a nation also includes the aggregate weg-ith of itfi^ 
dtixens (omitting theii* debts to one another) minus their debts to loreigners,. 
plus any debts which foreigners owe them. 

(ia) Gifts of nalnre — like the Ganges — which are the basis of national 
wealth are not always regarded as being themselves part of national wealth. 

(iv) Superior political organization and higher economic faculty and effi*- 
ciency as compared With other nations are important non-maienal elements 
of national wealth. 

Any advantages of direct or indirect economic importance owned by all 
the nations m common ^ e.g. the ocean as a highw^ay of commerce, progresa 
of scientific invention, etc., may be said to constitute cosmopolitan wealth. 

National wealth or capital can be conceived of as a fund or stork from 
which various satisfactions aio derived. The actual stream or flow of satis- 
factions issuing from this fund or stock over a period, say, of a year, is tho 
nattonal mcome or national dividend. 

Income nowadays has come to mean primarily money mcome. 

Value is a central concept of economics. By ‘value’, in economies, we 
mean ‘value-in-cxehange’, that is, the power of getting in exchange other 
commodities. 

Value expressed in terms of money 1*5 called price. 

Value expresses a relation and is therefore a relative term. 

All values cannot rise or fall together, but all prices may rise or faU 
together. 

The concept of value is more complex than that of utility, and is of 
the same order as weight or size. Value also implies scarcity, or difficulty of 
acquisition. 




CONSUMPTION: THE THEORY OF WANTS 

ih the end of all economic act!irlty.--‘The 

existeia^ee of human wants is the starting-point of all economic 
activity, and the satisfaction of human wants, i,e* oonsum^ 
tion, is the end of all economic activity. All wealth that is 
produced is sooner or later consumed. Production is justified 
not in itself but only in so far as the wealth that is produced 
is consumed. Production is subordinate to consumption, pro- 
duction being the means, and consumption the end. The 
primary importance of consumption is, however, obscured 
because under our present economic system production is 
-conducted mainly for profit and not for the direct satisfaction 
of the needs of the producer himself. The vital connexion 
between production and consumption is obvious, and difl&cul- 
ties arise at once if production is out of relation with consump- 
tion, i.e. if more or less is produced than can be effectively 
disposed of. 

§2. Human wants and their characteristics. — Economu? acti- 
vity ift due to the fact that human beings have a number of 
wants which cannot be satisfied without eftbrt. The great 
characteristic of these wants is that there is no limit to them. 
The insatiability of human wants m general has always been 
one of the principal themes of the preacher and the moralist. 
When we have got one thing we desire to possess something 
-else, and then a third thing, and so on indefinitely. Every 
step in human progress is marked by a growth in the number 
and variety of wants. We are constantly becoming acquainted 
with new ways of enjoyment, and as we get used to them, 
we come to think of them as necessaries. 

Although Wyants in general are illimitable and insatiable, 
with very few exceptions evetf single want is satiable sooner 
or later. On this characteristic is based the Law of Diminish- 
ing Utility (see §3). 

Wants may sometimes be complementary and joined to- 
gether : for example, desire for tea involves at the same time 
desire for milk and sugar. Another instance is desire for 
things which are sold in pairs like shoes, one shoe being useless 
without the other. 

Manjr wants are such that their satisfaction can be secured 
by making use alternatively of more things than one* Thus 
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danger oan be satisfied by consuimnf bread or meat. The 
desire for a iruid stimulant may be satisfied by tea or 
Tbe desire for amusement may be satisfied by tbe <jinema or 
|»rbap8 by a novel. Wants are thus compeUUve. On this 
characteristic is based the principle of Substitution, yrbicb 
offers relief to the consumer from the tyranny of the mono- 
polist. 

Another characteristic is the reourrenoe’ of wants, mt only 
in the case of elementary needs like food, but also in that 
of refined wants for comforts and luxuries. Wants thus tend 
to become habitual and give rise to the concept of the stan- 
dard of living (see §9 below). 

§8. Iaw of Diminishing Utility. — The fact noted above that 
each single want is completely satiable sooner or later has 
given rise to the familiar statement known as the Law of 
Diminishing Utility. Mai shall expresses it thus : ‘The total 
uttiity of a thing to anyone (that is, the total ideasnre or 
■other benefit it yields him) increases with every increase in 
his stock of it,^ but not as fast as his stock increases.'* In 
simple language all that this means is that the more of a 
thing we have, the less we want it. 

The Law of Diminishing Utility holds good for all kinds 
of satisfaction but is subject to the following qualifications : 

(i) Up to a point every addition may yield not decreas- 
ing but increasing satisfaction. To a very thirsty man, for 
example, an excessively small quantity of water will bring 
a greater craving for water and for some time every addition 
will be attended with greater and greater satisfaction. 

(ii) It is assumed that the units are consumed in quick 
succession. If a man has drunk glass after glass of water 
until his thirst is fully assuaged, he will refuse to drink more 
for the time being. But this does not mean that he will 
equally refuse it after the lapse of a considerable interval, 
when he may be thirsty again. 

(iii) We also assume that the intervals are not so long 
as to admit of any radical change in the person himself. A 
partly educated man, for instance, after repeated readings of 
a piece of first-class poetry, may get tired of it. Years after- 
wards, during which his education has progressed and his 

^ It BliOuW, however, be noted that after a point every further increase in 
the stock of every additional nmt consumed will not only yield no further 
mtiftfaction but will cause positive mconvenience oi; pain, e,g* an additional 
chair in an alroMy overcrowded drawing-room or an additional morsel of 
food on a full atomach, 

* Marshall, op. cit», p. 98. 
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&iie»lty of Aj^eciation has been rendered keener, he i^y r^df 
tti© Same jaece of poetry again but this time with infinitely 
greater pleasure than he ever experienced before. 

The Law of Liminishing Utility is best explained by ft. 
diagram (T'ig. 1). The equal divisions along the horizontal 



Pio. 1 . — Diagrammatic Ebvkesentation op the Law of 
Diminishing Utility 


axis OX represent equal successive units of a commodity, say 
apples, consumed or purchased by a person, while the equal 
divisions along the perpendicular axis OY represent equal 
units of satisfaction. Ilectangle 1 represents the utility derived 
from the first apple, rectangle II the utility from the second, 
and so on. The utility from every additional unit may be 
higher and higher instead of lower and lower for a time, so 
that the curve may at first slope upwards as in the diagram 
(I.U.), but sooner or later it steadily begins to diminish (from 
utility 10 of the second unit to utility 0 in the case of the 
seventh unit, which is on the border-line between utility and 



4mt0j<^y). Atij further mereMent of the ®ti|^iy will only 
lee^t in diwtility or oegMive titility (the shaded reetaogles 
io the diagram)* 

us assume for the sake of clarity that each unit of 
.satisfaction to the consumer is represented by one anna. Then, 
if the price of an apple were 3 as., the consumer would iust 
he induced to purchase the sixth apple, whose utility, 3 unite 
(which will just balance the utility of the price paid, 3 as.), 
will be the marginal utility, while the total utility of the 
auppiy of six apples will be 8+10+9+7+5^3a842 units.^ 
Distinction between total and mar^nai utility.— We 
must carefully distinguish between total utility and marginal 
utility. Total utility means the ^gregate utility of a s^b 
of similar goods, while iwrgimU utility means the ^utility 
“iSiiaching to a particular porfion of it, namely, to the unit 
hrit that is consumed last. The total utility of a stock is 
obtained by adding the utilities of all the units concerned. 
Thus in !Pig. 1 the total utility (or satisfaction) obtained by 
consuming six apples iH8+f0+9 + 7 + 5 + 3=42 units. The 
total utility of a stock of goods increases with the addition of 
overy unit, but it increases at a diminishing rate until the 
point of satiety is reached, and thereafter it falls. The war- 
ginal uUhty means the addition made to the total utility by 
the addition oi the last increment consumed. Thus if our 
consumer thinks it ]ust worth his while to buy the sixth 
apple, the utility of that unit, namely 3, is called the marginal 
(or final) utility. That utility is called marginal because at 
that point the consumer is on the margin of doubt as to 
whether it would be worth his while to consume any more 
of the commodity or whether he would secure greater satis- 
faction by consuming something else. It is, however, neces- 
43ary to add that the marginal unit is not fixed unalterably. 
The number of units consumed depends, for example, on price. 
If price falls, more will be consumed; and if price rises, less 
will be consumed. The amount consumed also depends on 
intensity of demand. A man may come to desire a thing 
more or less intensely and will accordingly require more or 

^ Since tbe consumer has to pay for tbe apples he does not carry their con- 
sumption to the stage of zero or ncsgative utility (disutility) except by mistake 
ot under compulsion respectively. If, on the other hand, the price of an apple 
were 5 as. instead of 8 as , tbe consumer would buy only 6 apples, and the 
utility of the fifth apple (5 units) will he its marginal utility, which just 
balances the utility of the price paid (5 as.), and so on. If, however, apples 
were free altogether, they would be consumed up to the point of utility. 
This does happen in the case of free goods like air and water. 
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Ie«s of it thin before, evun ihough the price may temai* tdie 
same. Thus sinoe the amount consumed is yariahle aooord- 
ing to these conditions of supply or demand, what we call 
the last or the marginal unit is also variable. But, whatever 
the amount consumed, the last unit consumed under any 
given set of conditions is the marginal unit. 

Another point that must be made clear is that the utility 
of every unit in a given aggregate is the same and is equal 
to the marginal utility. Let us suppose that the six apples 
in our example are labelled A, B, G, D, E and F. All the 
apples, it must be remembered, are of exactly the same size 
and quality. Let us suppose now that one of them, A , is 
lost. In that case, the five that remain will yield utilities 
as in the example. The first one that is consumed will yield 
utility 8; the second one 10; the third one 9; the fourth one 7 ; 
and the fifth one 5. If a sixth had been there the additional 
utility realized would have been 3. Thus by losing my one 
of the apples A, B, C, D, E, F the loss of utility incurred 
will be 3. Therefore, the utility of every single one of these 
apples considered as one o/ an aggregate of six is the utility 
of the marginal, i.e. the sixth unit. If we consume something 
up to the point of complete satiety, its marginal utility^ will 
sink to zero. 

§5. The relation between marginal utility and value or price. 

— When we apeak of the value of a commodity, we do not 
think of its utility or usefulness in general, but of the utility 
of a definite quantity. As has just been explained, the utility 
of every unit of a given quantity of a commodity is equal to 
its marginal utility, since all the units are interchangeable 
and alike and any one of them can be considered to be the 
marginal unit and will be parted with on the same terms as 
any other. Value then is not the expression of utility in 
general, or even of total utility, but of marginal utility. Thus 
air in general has infinite utility and great total utility, but 
does not command any value, since owing to its unlimited 
stock it (i.e. any particular unit of it) has zero utility. On 
the other hand, gold possesses great value, since although its 
utility in general or total utility is less than that of air or 
water, its marginal utility (the utility of a particular unit of 
it) is very high owing to its limited supply. Utility is an 
essentially subjective concept. But tiie only way we know of 

* preaenfc-day writers on economics prefer tli© term marginal signi^cance 
to marginal utility; for example, see P. H. Wioketeed, Conmomewse of 
PoliUcul Memom/y, p. 41. 
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immxiMg it is by tbe price wbioli a person is wiUing to 
pay for a thing he desires to buy or consume. objective 
test of satisfaction is the readiness to pay a certain jaipe or 
ainount of money. Tbe price which a person actually pays 
for a thing measures its marginal utility to him. Marginal 
utility and price are closely connected with each other. Both 
would rise if the quantity were to decrease, both would fall 
if it were to increase. Value or price depends in this sense- 
upon marginal utility. We can, however, equally well say 
that marginal utility depends upon value. If this value or 
price is high, smaller quantities would be purchased and mar- 
ginal utility would be high. Similarly if the price were low, 
marginal utility would also be low. As a matter of fact both 
go together and are themselves influenced by the magnitude- 
of the supply of a commodity in relation to the demand for it. 
All that we are entitled to say is that value or price tends to- 
coincide with marginal utility.* 

§6. The marginal utility of money. — Money is also subject 
to the Law of Diminishing Utility, although the fall in its 
utility is slow and the point of satiety is very much more 
remote than in the case of an ordinary commodity; for money 
is not one commodity, but represents all the commodities it 
can buy. Every increase in the income of a person results 
in diminishing additions to utility or satisfaction. Those who 
possess very large incomes therefore have low marginal utility 
of money (i.e. the utility of goods purchased by the last 
addition to their income) as compared with those who have 
small incomes. Thus the marginal utility ot a rupee to a 
person with Rs. 300 a month is higher than to a person with 
Rs. 1,000 a month. In the former case the last rupee stands 
for the satisfaction of more urgent wants than in the latter 
case. Similarly, the sacrifice of utility caused by equal diminu- 
tion of income would be greater in the case of the poor than 
in the case of the rich, since in the former case some of 
the necessaries of life would have to be sacrificed, while in 
the latter case comparatively less urgent wants would remain 
unsatisfied. This has a bearing on certain problems of taxa- 
tion.® 

§7. Law of Equimarginal Utility (Returns) or the Law of 
Snbstitntion. — ^We have seen that according to the Law of 
Diminishing Utility every successive unit of a commodity 
yields less and less utility after a point. "We should, of course, 
continue to consume each commodity so long as we derived 


* This topic is discussed further m ch, lx. 


® See ch- rrii. 
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mm$ little tatil% from it, if we could have tmlimited qrn^U^ 
it^iee of eterytMog without aoy saerifiee. But moat of the 
^commodities we require cost effort to produce them end hove 
therefore to be paid for. A millionaire may conceivably be 
in a position to carry the consumption of every single oom^ 
modity to the point of complete satiety. But the great majority 
of ns are not millionaires, and the problem for us is how to 
lay o ut a hmitcd income on nu merous jatilijiga^^ 
^^jr^loFi airmT th^ market.^ A sensible man thus circum- 
stanced""^?^ carry the consumption of each article up to a 
point, i.e. until he feels that after that point the money he 
has still available would give more satisfaction if spent on 
something else. Guided by this consideration and comparing 
at every stage the relative utilities to himself of different things, 
he passes on from one commodity to another until the amount 
he can spend is exhausted. If on reviewing bis expenditure 
he feels that he would have gained greater satisfaction by 
spending less on one thing and more on another, he regulates 
his expenditure accordingly in future. So far as we are 
consciously rational we endeavour to purchase such quantities 
of various things that the marginal utility of the money spent 
ID each, case is the same. We go on substituting one thing 
for another until we feel that this object has been achieved. 
This principle, which governs the conduct of every ordinarily 
reasonable person, is knowm in economics as the Law of Equi- 
marginal Utility (Returns) or the Law of Substitution. ^ 
Let us suppose a person has Rs. 9 and there are three 
commodities A , B and C on whjiph he can spend it. For the 
sake of simplicity let us assume that the market price of all 
three is Ee. 1 per unit. The utility of successive units of the 
three commodities for the person in question goes on diminish- 
ing in the manner represented by the curves in Fig. 2. Thus 
in th6 case of A the utility of the first unit is rd; the utility 
of the second is ef, and of the third gh. As the figures show, 
gh—op—tiv. On these assumptions, the maximum satisfac- 
tion can be reaped by the person in questioti if he spends 
Es. 3 on A, Rs. 4 on B, and Rs. 2 on C, because by so doing 
the marginal utilities are made equal (gh^op-uv). Any 
other way of distributing the available Rs. 9 would result in 
a decrease of satisfaction. Suppose, fof example, that instead 
of buying 4 units of B and 3 units of A, 3 units of B and 
4 units of A are bought. Then the additional (fourth) unit of 
A gives satisfaction xy, which is lei^ than op, i.e, the satis- 
faction which could have been obtained at the same expeme 
by buying the fourth unit of B. In ordinary life nobody 
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to calculate iu this precise mauner the utilities of 
tatious thiiJigs, Nevertheless we do find people weighing the 



Fig. 2. — DiAGBAMMAaic Illustration of the Law of 
Equimarginal Utility (Beturns) 

relative advantage of this or that mode of expenditure, spend- 
ing more on one, less on another and in this manner trying 
to realize the maximum utility from a given limited income. 

The principle of equimarginal utility also applies to the 
distribution of our income between current expenditure or 
present satisfaction and saving or future satisfaction (see §10 
below). According to this principle the last rupee spent now 
and the last rupee saved have the same marginal utility. 
The principle is found to have an application in many 
other spheres besides that of ordinary expenditure. Take the 
case of a business man who owns a cotton mill. He has a 
certain limited amount of capital. He must spend some of 
it on labour and some on machinery. There is no fixed un- 
alterable proportion between the outlay on these items, and 
each pel son has to find out the proportion which suits him 
beat. When he is considering whether he had better utilize 
a given amount of money in employing additional labour or 
in buying such and such a new machine, the principle from 
which he IS really seeking guidance is the Law of Equi- 
marginal Returns or Substitution. This principle will be 
found to be in operation whenever there is a question of 
putting, not only money, but anything that is limited, to a 
number of possible uses. Suppose I employ a labourer at so 
much per day and can use him for domestic purposes as well 
as for work in my field. I use him for each of these purposes 
in accordance with the principle we are discussing. 

It may be kdded that we are not concerned here with the 
question whether people ought to attach the relative impor- 
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tewa to various desiras that they do in fact attach. We take 
the intensities of people*s desires and their personal estimates 
of the utilities of various things as we find them. 

Lastly, it may be pointed out that as regards perhaps the 
most important part of their expenditure, people may feel 
compelled to follow the dictates ot custom or fashion even 
against their own better judgement. Expenditure on marriage 
and other ceremonies m India and expenditure on clothes, 
especially women’s clothes, in the west, are examples of this. 
In so far as people obey the dictates of society in these matters 
even against their will, the satisfaction or utility they derive 
from what they themselves consider as unreasonable modes 
of expenditure is of a negative character, namely an escape 
tiom social obloquy and criticism. But since we are concerned 
wilh the facts ot people’s preferences and not the motives for 
them, the exposition of the principle as given above may be 
allowed to stand. ^ 

§8. Classification of wants. — ^Wants (or the things that satisfy 

* Marginal Raie of Substitution In recent economic analytiB the principle 
oC Diminibhmg Marginal Utility has been replaced by that of DimmiBluug 
Marginal Bate of Substitution, notably bv J B Hitks end K G- I> Allen 
This IS justified on the ground that the new concept of the Marginal Bate 
of Subsiitution is a more precise and scientific quantitative concept than the 
old concept of Marginal Utility Utility, being a psydiological sensation, is 
essentially a subjective concept, it cannot therefore be measured quantita* 
lively with any degree of piecision This applies to marginal as well as total 
utility Nor, indeed is it necessary to measure utility absolutely, for the 
economic problem being one of choice and the lelative scale (degree) of pre- 
feionce between two or moie goods all that is necessary is to compare an 
additional unit of a commodity, say X, with that of another, say 7, at the 
margin Suppose we start with a given quantity of goods, and then go on 
increasing the amount of X and diminishing that of Y in such a way that 
the consumer is left neither better off nor worse off on balance’ (i e he is 
in a state of indifference), ‘then the amount of Y which has to be subtracted 
m order to set off a second) unit of X will he less than that which has to be 
subtracted m order to set off the first unit In other words, the more X is 
substituted for 7, the less will be the marginal rate of substitution of X 
for 7 ’ (The Marginal Bate of Substitution of X for 7 may be defined as 
the quantity of 7 which would just compensate the consumer for the loss of 
a marginal unit of X ) This may he called the principle of Diminishing 
Marginal Bate of Substitution instead of Diminishing Marginal Utility See 
J. B Hicks, X^alue and Capital, pp 20>1 For a full discussion of relative 
scale of preferences see "Wicisteed, op cit , pp 13 36 

The new principle, which may be presented as a theorj of choice, has 
fruitful application to economic theory, particularly the advanced theory of 
value based on the concept of equilibrium and indifference curves 
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them) are clamfied into (i) Necessaries, (ii) Comforts, %nA 
(iii) Luxtiries. 

(i) Nems$aries , — ^We may take a rigidly narrow view of 
necessaries, and include under the term only such things as 
are absolutely necessary for holding body and soul together 
{mc^s$aries for life), 

A broader view would include such additional things (neces- 
sarm for efficiency) as are required not only for bare existence 
but for maintaining efficiency, which would, for instance, 
mean sufficient food of reasonably nutritive value for the 
labourer and his family, satisfactory shelter and clothing, faci- 
lities for recreation, provision for sickness and old age, and 
opfX)rtunity for giving the labourer’s children the training 
requisite to start them in life at least as well as himself. 

Under conventional necessaries we include items not strictly 
necessary for efficiency but on which expenditure is Ueverthe- 
leas incurred b(‘cau8e it is dictated by social convention. In 
India imjxirtant items under this heading are expenses on 
caste dinners, marriage and funeral ceremonies. 

(iO and (iii) Comforts and Luxuries . — Comforts and 
luxuries are terms which seem to explain themselves. The 
dividing line between comforts and luxuries is however not 
always clear. Whether a thing is a comfort or a luxury 
depends on how well-off a man is and what })articular class 
of society he belongs to. To a poor peasant butter and ghee 
are luxuries. To the middle-class man on the other hand 
they are comforts (i.e. things which are conducive to whole- 
some existence and make for a decent standard of living), if 
not necessaries. If an ordinary cultivator used scents (attar) 
they would be regarded as a luxury (i.e. a comparatively super- 
fluous and expensive want) in his case; not so, however, in 
the case of a big xamindar. 

The relative scale of imjxirtance implied in the classifica- 
tion of wants into necessaries, comforts and luxuries, is found 
to be elastic in practice; and 'it by no means follows that 
this IS the order in which these diflt'erent classes of economio 
goods will be regarded m the minds of normal civilized 
Many a labourer in India, for example, would stint himself 
in the matter of food rather ihan forgo his customary indul- 
gence in tobacco, pan and betel-nut. 

The end of all economic activity is to provide mankind! 
with the means of a happy and comfortable life. Civilized 
society in ti^e west has outgrown the old Puritanic ideal 


^ Bngge and Jordan, op. cit., p. 28. 
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#I^i 0 b ajf^eared to exalt unpleasant labour for its own sate. 
Bfen in India, the notion that it is sinful for man to enjoy 
life is gradually losing its ascendancy over the minds of man, 
and we are beginning to recognixJe that it is perfectly legiti* 
mate for people to try to distil all the good that this earthly 
life is capable of yielding. In the name of common prudence 
it is of cmJtse important that everybody should try to keep 
bis expenditure within the limits set by his income. But 
there is nothing wrong m a person aiming at as high a stan- 
dard of comfort for himself as he dare. On the contrary it 
will make him exert himself strenuously to attain this stan- 
dard. Such purposeful activity can in itself be a great source 
of enjoyment, and a country whose inhabitants show this 
restless ambition is likely to be wealthier and more progres- 
sive than another where the people are content with too little 
and are therefore supine, inert and lazy. The rapid increase 
in the wants of people is far from being an evil; it is indeed 
the first condition of economic progress. We must, however, 
not forget that true human welfare depends on the nature of 
the wants that may arise. These wants should be such as 
to make their satisfaction a means of raising mankind higher 
and higher in the scale of civilization. As knowledge grows 
and as the moral and aesthetic perceptions of people become 
more and more refined, they will learn to desire things which 
really serve to enrich and beautify life, and avoid those that 
degrade life and yield only a fleeting and frivolous kind of 
satisfaction. In India, at least as much as in any other 
country, there is urgent need for a popular awakening in this 
respect. The masses must be taught to feel the want of more 
things and better things — so that they will exert themselves 
to obtain them. Only thus can the country grow in wealth 
and provide the necessary conditions for a satisfactory exist- 
ence for its people. 

§9, Standard of living (or standard of comfort).— The aggre- 
gate of necessaries, comforts and luxuries to which a class of 
people have been accustomed, is spoken of as their ‘standard 
of living'. Wants when repeatedly satisfied over a sufficiently 
long period pass into habits, and the standard of life thus 
formed becomes characteristic of an individual and of the 
class to which he belongs. Different classes have different 
standards, and each one comes to look upon certain things 
m constituting the normal requirements of its everyday life, 
pach class strives to attain its particular standard, and having 
attained it to keep it up and if possible to raise it. The stan- 
dard of life is not rigidly fixed. It varies not only from 
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miiou to Mtion, from olass to class, fJ^m iodividnal to indi- 
tidoal, but also from 000 period to another with the same 
indmdnal or class or nation. Diverse forces^ such as financial 
circumstances, habit, education, imitation—deliberate and un- 
intentional — and ambition influence the standard of living.^ 
Thus the present standard of living in England is much higher 
than it was in the eighteenth century, and is higher than in 
India today. The average English worker is accustomed to 
a certain standard in respect of food, clothing, housing, recrea- 
tion, etc. He must appear in a particular style of Sunday 
clothes, must have his pipe and tobacco and newspapers to 
read, and he thinks he ought to be able to visit the cinema 
a certain number of times every month. By his desire to 
maintain this standard of living he is led to resist by organized 
action proposed cuts in his wages, or to enhance his efficiency, 
or again to restrict the size of his family. Thus the standard 
of living exercises a far-reaching influence upon the worker 
and has a deep social and national significance. 

The standard of living in India is very low, especially in 
the rural areas. Though it is not possible to generalize owing 
to the great variety of standards of consumption, greatly in- 
fluenced as they are in India not only by economic conditions 
but also by religion and caste, there can be no two opinions 
regarding the general low standard of living. Various inten- 
sive inquiries have been made in different parts of the country 
into the economic condition of villages, and different estimates 
have been made from time to time of the national wealth and 
the per capita income of India.* Also working-class budgets 
have been studied m industrial cities like Bomba-y.^ All the 
evidence thus collected confirms the impression that the stan- 
dard of living of the masses in India is very unsatisfactory. 
The food eaten by the average Indian is not only inadequate, 
but it is poor in nutritious qualities. He is also badly clothed 

^ *The standard of hfe of a class composes the common habits of its members 
with reference to spendmg and working. Most of them tend to spend and 
work in pretty much the same way. Any two families of the same size with 
the same wage, if they work at the same trade m the same locality, will 
usually live similar lives. They will dress similarly, spend roughly equal 
amounts on rent and holidays, visit the same entertainments, despise the 
same things and reject the same food.’ The despotism of the class idea 
(‘public opinion’) ’is beneficent in so far as it ensures a minimum of decency, 
culture and sociability, but maleficent if it suppresses all individuality and 
retards change for the better'. — S. J. Chapman, Outlines of Political ISgo* 
iiomyi p. 18. 

* Bee our Elements of Indian EconomteSf ch. viii. * See §12. 
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imd housed, badly taught and doctored. He knows ha?dly 
any luxuries except the luxury of extravagant expenditure on 
a few occasions in his life on marriages, pilgrimages and social 
feasts. But during the greater part of his life the bulk of 
his income is absorbed by the bare necessaries of life. The 
ideas of people, especially of those living in towns, regarding 
the necessary minimum standard, are gradually changing under 
modern influences, and the desire to raise the standard is 
slowly becoming effective, although the prolonged economic 
depression, which fell with particular severity on primarily 
agricultural countries like India, has had tlie effect of checking 
the genera] improvement in the standard of living. 

§10. Relation between saving and spending.— Spending means 
the apjplication of income for the immediate satisfaction of 
our daily wants. In society as at present organized, most of 
our wants are satisfied through expenditure of income. But 
the whole of the income is not available for this purpose. 
In the first place, a part is required for social purposes, for 
voluntary payments by way of charity and compulsory pay- 
ments by way of taxation. Also those who are able do generally 
save some of their income for the satisfaction of their future 
wants instead of spending it all on their immediate wants.' 

Unless people exercise such forbearance, and put aside a 
part of theii* income as provision for the future, they will 
suffer as individuals, as also will the society in which the 
large majority of people are reckless spendthrifts. In the econo- 
mically advanced countries, these individual savings are in 
the first instance entrusted to banks. The banks lend them 
to industrialists and business men, in whose hands they are 
transformed into plant, machinery and other aids to furthei 
production of wealth. The capital equipment of society is 
thus maintained and enlarged. 

^ Penson (op. cit., Part II, p. 48) gives the follow log diagram: 
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There is in reality bo conflict between spending and eav- 
mg: both enable ns to satisfy onr wants and add to onr mater- 
ial welfare. Spending secures for us goods and services for 
the direct satisfaction of onr immediate needs. Saying adds 
to the stock of production or capital goods and thus promotes 
the production of future wealth and satisfies our future wants. 
Saving and spending are thus complementary to one another. 
Both are essential for economic well-being and prosperity. 
If we recklessly spent all our income on the satisfaction of 
our immediate needs we should not be able to maintain, much 
less increase, our capital equipment, and there would be a 
deficiency of consumable goods in the future. If, on the other 
hand, we unduly stressed the importance of saving and stint- 
ed ourselves too much and added to the stock of machinery, 
raw materials and factories, we should soon find ourselves 
submerged beneath a flood of goods, for which there was no 
demand. The whole produetive system would collapse in the 
absence of the stimulus of demand. 

We need not, therefore, mark out either spending or saving 
for exclusive praise or exclusive condemnation. What is 
wanted is a proper proportion or balance between the two. 
Immediately after the war of 1914-38, saving rather than 
spending was necessary to repair its ravages and to revive the 
productive system. But apparently the process was carried 
to excess, and some economists hold the view that the world 
depression of 1929-33 was due to over-saving or under-consump- 
tion, Within proper limits, saving of course confers blessings 
both on the person who saves and on society, which benefits 
by adding to the stock ot its capital goods and thus increasing 
its tuture wealth. Modern economists have learnt to empha- 
size the truth that all saving and no spending is bad for the 
individual as well as for sixjiety as a whole. 

§11. Engers Law of Family Expenditure.— Statistics of con- 
sumption by classes have received much attention in recent 
years. It is of some interest to ascertain the proportion in 
which the different classes of society distribute their expendi- 
ture between necessaries, comforts and luxuries. In this con- 
nexion, we may mention the generalization known as Engel’s 
Law. This law states that the smaller the income the larger 
the percentage of it spent on food and subsistence. Ernst 
Engel was a German statistician who lived about the middle 
of the nineteenth century; he studied a large number of family 
budgets (i.e. lists of items of the expenditure of families) of 
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dtt&rant classes of people io Saxony and constructed the fol- 
lowing table : 

Table Ulmtrating JEngeVs Law 


r. - i.. Proportion of expenditure 

Item* of expenditure 



Working (or 
poor) class 

Middle 

class 

Well-to-do 
(or rich) 
class 

Pood 

eiotjhing 

Lodging (rent) 

Light and fuel . . 

62 1 

12 

6 J 

56 ) 

12 

5 ) 

50 \ 

1 ggo 

5 j 

Education 

Legal protection (taxation) 

Care of health ... » 

Comforts and recreation ... 

' ^ 1 

1 }^% 

3«6) 

2 1^0% 

2 5j 

5-61 

3 VIKo/ 

3 1 ^ 

3 5/ 

Total ... 

1 

TOO ' 

100 

1 

i 100 

! 


From these figures Engel concluded that as the income 
of the family unit increases : 

(i) the proportion spent on food decreases; 

(ii) the proportion spent on clothing remains approxi- 
mately the same; 

(iii) the proportion spent on fuel, light and rent remains 
fairly constant; while 

(iv) the proixirtion spent on what may be called the com- 
forts of life, such as education, health and recreation, tendfe 
to increase. 

Thus the smaller the family income the greater the pro* 
portion of it absorbed by food and other elementary necessities 
(95% in the above example); and the greater the family 
income, the higher the proportion sf>ent on comforts and 
luxuries (16% in the above example). 

This law is also confirmed in a general way by the study 
of working class budgets in Bombay made by the Labour 
Ofiice. The average income of the worker in India being very 
small, a very high percentage of it is s|)eut on food and other 
necessaries, and this percentage decreases with the increase 
m the size of the income. In the city of Bombay, for ex- 
ample, the expenditure on food varied in 1921-2 from 60*5% 




, I 

CONStJMPTION ; TH8 THBOHt OP 'WAIITl! S7 

in the caee of inccanes below Es. 30 per month, to 52*6% in 
Jie case of incomes between Es. 80 and Es. 90 per month.‘ 
In countries with a high standard of living like England and 
the United States, a comparatively much smaUer paroportion 
of the wage-earner’s income is absorbed by food and the other 
eloinentaty Becessities of life, and more is left over for con^ 
ventiona] necessaries and luxuries 

§12. Family bndgeta. — ^In order to give the student some idea 
of a family budget, we give below (i) the average monthly 
-budget of working class families in Bombay city for the period 
from May 1932 to June 1933, and (ii) the average annual 
budget of BIX tenant cultivators in the Lvallpur district (Pun- 
jab) in 1933-4 

(i) Average monthly budget of working class families 
m Bombay city, 1932-3'‘ 


Items 

’ Average 
j monthly 

, Percentage 


' expenditure 

to total 

Food 

i Rs as 

1 “ 

Cereals 

7 12 8 

1 16 95 

Pulses 

119 

1 2 41 

Other articles of food 

j 12 8 5 

1 27 24 

Total expenditure on food 

21 6 10 

46 60 

FDEX/ and Lightino 

{8441 

' 711 

House Kent 

6 14 3 

12 81 

Clothing 

3 8 8 1 

7 03 

Umbebedas 

0 2 0 j 

0 27 

Shoes or Sandals 

0 3 4 

0 45 

Bedding 

0 0 2 

002 

Household Kfcesbaejes 

0 0 30 

Oil 


* O'* Findlay Sfairras, Wotking Cl(isf> BudgHs m Bo-mhay (Bombay Labour 
Omce), 1928 

® Tbo Bombay Labour Ojffice tjond noted a working class Family Budget Inquiry 
during the course of which 1,469 family budgets were collected The period 
covered by the inquiry was from May 1982 to Tun© 3938 The average num- 
ber of persons per family was 8 70 — i?eport on an Mnqwry tnio Working 
Clam Fmmly Budgets m Bombay City (1936) 
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(i) Ammge mcmiMy budget of worhing close fomMks 
in Bombay city, 1932-3 — (contd.) 


Items 

Average 

monthly 

expenditure 

Percentage 
to total 


Bs. as. ps. 


MlftCKLLANBOnS 



Barber 

0 18 9 

1‘87 

Dhobi or soap 

0 9 3 

1-26 

Hair oils 

0 2 8 

0-86 

Medical fees and medicines 

0 3 1 

0-42 

Pansupari 

19 6 

8-47 

Ohewmg tobacco 

0 2 6 

0-84 

BidiS and agarettea 

1 6 11 

298 

Liquor 

' 18 8 

2-67 

Toddy 

0 7 7 

1-08 

Amnsernentfl ... 

0 2 0 

0'27 

Bangles and combs 

0 2 2 

0-80 

Postage 

0 1 11 

0'26 

Tiavelling to and from native place 

1 11 2 

3‘69 

Payments to dependents 

2 1 11 

4*61 

Newspapers 

0 1 4 

0*38 

Sundries 

0 13 11 

1-89 

Total miscellaneous 

11 12 4 

25 60 

Total expenditure ... 

*48 IB i 

100 00 


(ii) Average (annual) family budget of six tenant 
cultwaiors in the Lyallpur District (Punjab)^ 1933 - 4 ^ 


Items 

Average 

per 

familv 

Average 
per adult 
unit 

rerceiitage 

to 

the total 


its. as. ps. 

lih as, ps 


Housing (repair-j done) ... 

1 6 3 

0 8 9 

0 8 

pood 

813 3 1 

52 11 1 

67 9 

Fuel 

... 



Dress 

75 id 8 

12 li 6 

164 

Medicine . . 

4 10 1 

0 12 6 

3-0 

Light 

& 8 6 

0 14 10 

1'2 

Education 

1 8 10 

0 8 4 

0*8 

lieligion 

11 4 8 

1 14 4 

2-i 

Travelling 

27 2 0 

4 B 11 

5*9 

Hocml functions 

9 0 0 

3 B 4 

2*0 

Amuseuicnts and luxuries 

8 18 5 

0 10 4 

0*B 

Miscellaneous ... 

8 8 8 

1 6 31 

3*8 

Total expenditure ... 

461 12 2 

77 9 9 

1000 


‘ Famly Budgets 1933*4 of Stx Tenant CulUvators in the Lyallpur Dutriot 
(The Board of Economic Enquiry, Punjab, 1935), 
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The budget of the Lyallpur ciiltiTOtor relates to the period 
1 June 1933 to 81 May 1934, There were on an average 
members per family. 

Food is the largest item of expenditure as it comprises 
67’ 9% of the total domestic expenditure. The second most 
important item is dress (16 ’4%). Travelling, religion, social 
functions, medicine, light, amusements and luxuries form 
5-9%, 2’4%, 2’0%, 1*0%, 1*2% and 0*8% respectively. Last 
come housing and education, each accounting for 0*3% of 
the total expenditure. Housing includes the cost of repairs 
and furniture made during the year, and of petty articles of 
furniture purchased, but does not include the rent or deprecia- 
tion on the value of the houses which are provided to their 
tenants free of cost by the landlord. Education is one of the 
smallest items of household expenditure, and forms only 0-3% 
of the total. 

59*0% of the goods consumed were furnished by the farm 
and 41-0% bought from outside. 81*4% of the food and 
1 1*2% the dress material were produced on the farm. 

Articles used as fuel by the families are loppings from 
trees, cotton slicks, dung cakes. The tenants get loppings of 
trees free of charge. Cotton sticks have no market value. 
As the value of the manure produced by cattle has not been 
deducted from the cost of their upkeep it is not proper to 
count it in the household expenditure. 

§13, Consumer’s surplus. — Marshall explains the idea of con- 
sumer’s surplus in the following words : f*The benefit which 
a person derives from purchasing at a low price things for 
which he would rather pay a high price than go without, may 
be called his Consumer’s Surplus.’^ ‘ This doctrine is based 
on the distinction between total utility and marginal utility 
as already explained. We know that at any given time there 
is some fixed price at which an article, say tea, is selling. 
Now suppose the current price is Re. 1-8 per lb. At this price 
everyone will buy as much as will suit him. Let us suppose 
that a purchaser X buys 6 lb. at this price. But it has already 
been made clear that although each unit that is consumed 
costs the same price, the satisfaction derived from them is 
not the same. The earlier units yield higher satisfaction than 
the later. For the earlier units X would have paid more than 
the price of Re. J-8 per lb. Since he stops hie purchase of 
tea after the sixth unit, this unit was just worth Re, 1-8 to 
him and no mole. Therefore this unit did not yield him any 

^ Ekments of Economics of Industry, p. 420. 


VW 
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Btffidiis satisfaction. There was such a surplns however on 
the earlier units, and this is his consumer’s surplus, i.e. the 
excess of what he would willingly have paid if necessa^, and 
what he actually does pay or, as Taussig expresses it, ’the 
difference between the potential price and the actual price’. ^ 
In Fig, 3 the position is that to obtain 1 lb. of tea our 
purchaser would really be willing to pay Es. 4 rather than 



Fig. 3. — Diagrammatic Ekpresentation of Consumer’s 
Surplus 

go without it altogether. Es. 4 measures the total utility of 
the first pound and it is represented in the diagram by rect- 
angle I. For the second pound he would be willing to pay 
Es. 3, or, what amounts to the same thing, if the price were 
Es. 3 he would be just induced to buy 2 lb., and so on. Now 
suppose the price had fallen to Ee. 1-8 per lb. , then he would 
be induced to buy 6 lb., all at the same price of Ee. 1-8. 
In that case he obtains a consumer’s suiplus on all the pounds 
of tea except the sixth, which is on the margin. Thus on 
the first pound he obtains a surplus measured by Es. 4 

■ F. W. Tausmg, Pnnetplm of Economct, 8rd ed., vol. I, p. 125. 
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i(pototial price) mms Ee. 1-8 (Eottjal price) =»B6* 3*6; mA m 
me Beooni, Be. 1-8; on the third, Ee« 1; on the fourth, As. 8; 
oo the fifths As. 4; on the skth he gets no surplus, as pre- 
viously explained. The aggregate consumer’s surplus for 6 lb. 

therefore Es. 643-0. This is equal to the aggregate poten- 
iial price (Es. 14-12-0) measuring the total utility of 6 lb., 
mnm Es. 9, i.e. the price actually paid for 6 lb. (6 x Be. 1-8). 
The total surplus is represented in the diagram by the shaded 
portion, the unshaded area OMPF standing for the total 
^exchange value or price paid for the aggregate supply of six 
pounds. The surplus satisfaction in the case of each of the 
first five pounds is represented by the shaded portion of rect- 
angles I, n, III, IV and V respectively. Bectangle VI, 
which represents the utility of the sixth (marginal) pound, 
has no shaded portion since there is no surplus satisfaction 
derived from it by our consumer. 

It is easy to think of illustrations from practical life. For 
example, before the war of 1914-18 wc had to pay four annas 
for a copy of the Times of India ^ but until recently we could 
buy it for an anna. Those of us who bought the paper before 
the last war and continued to buy it therefore enjoyed a sur- 
plus satisfaction of at least three annas. Again, we can write 
a letter to a friend, say in Delhi, at the cost of an anna and a 
half, althougli we would perhaps be willing to pay as much 
as six annas for doing so if necessaiy. We thus reap a surplus 
of As. 4J. Obviously in the case of many of the common com- 
forts of life, such as railway facilities, bus journeys, books and 
sugar, most purchasers enjoy a considerable consumer's surplus. 

We must, how^ever, bear in mind certain limitations of 
the doctrine of consumer's surplus. It is valid enough as a 
general concept and corresponds to our daily experience. But 
the difficulty arises in measuring it accurately in terms of 
money. ^ In the first place, an equal amount of money does 
not measure an equal amount of satisfaction to rich and poor 
alike. The payment of a liiglt price in the beginning by the 
rich for something that may later be purchased at an appre- 
ciably lower price by the poor (say, mangoes at the beginning 
of the mango season when they are expensive, and in the 

* For detailed criticisms of the doctricc, see Nicholson, op. cit., vol* I, pp. 58-66 

Tanssig, op. cit., pp. 126*9. See also Marshall, Pnnciples of Bconomm^ 
pp. 138-84. For more recent criticisms see F. H, Knight, Risk, Uvcertainty 
(i^nd Profit, and Boll, op. cit., pp, 79-81. The trend of modern criticism is 
that utilities are not quantitatively measurable and cannot be translated into 
Monetary terms witb nnmerical precision. We cannot really go beyond com- 
paring utilities und arrange them in a scale of descending order. 
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full swing of the season when they are oheap) does not indi- 
cate a higher consumer’s surplus to the rich, but rather a 
lower marginal utility of money to them. Secondly, in the 
case of articles like diamonds possessing scarcity or prestige 
value and therefore satisfying the love of distimtion, con- 
sumer’s surplus seems to be unreal or unsubstantial, since it 
would disappear if diamonds were to become abundant and 
cheap; for in that case rich people would cease to prize 
them and would not buy them. Thirdly, in the case of a 
minimum quantity of indispensable necessaries of life like 
bread, consumer’s surplus is incalculable, since its utility is 
indefinite or infinite. A person would be prepared to part 
with his whole fortune if necessary in order to secure the 
minimum necessaries of life. We cannot therefore really 
measure it. Lastly it is never possible precise!}^ to measure 
consumer’s surplus, since we can have no accurate knowledge 
of the }K)iential prices that would be paid for the several 
instalments of a commodity. We can of course restrict our- 
selves to the demand schedule of prices which are more or less 
customary. But this cannot give us a full measure of the 
consumer’s surplus. 

The doctrine of consumer’s surplus has considerable practi- 
cal utility when making comparisons of life in two places,, 
and in the case of problems concerning the higlier uses of 
wealth, fixation of monopoly price and taxation of commo- 
dities. For example, as Marshall points out, a man with 
^1,000 a year in Central Africa is not so well off (does not 
enjoy the same consumer’s surplus) as a person wuth £400 
a year in England, for although tilings which money will 
buy in Central Africa will be as cheap there as in England 
there are so many things which cannot be bought in Central 
Africa at all. Thus people living in more civilized regions 
enjoy greater amenities of life and command a greater con- 
sumer’s surplus, i.e. more material well-being, than those 
living in backward tracts. The doctrine of consumer’s sur- 
plus also indicates the margin available to the monopolist for 
raising prices and to the state financier for levying taxes on 
goods without unduly trenching on the consumer’s surplus 
derived from the goods concerned. 

§14. Demand* — By demand we understand in economics not 
merely desire but dosire backed by the necessary purchasing 
power. A pauper’s desire for a Bolls-Eoyce motor car will 
not act as a stimulus to the production of these cars. In 
order that demand should not be confused with mere desire 
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t!i0 more explicit phrase ‘effective demand^ or ‘efficient de^ 
maud’ is ofteo OBed. 

§1S. The hm of Demanii.— The so-called of Demand 
or Demand Price is merely a corollary from the Law of 
Diminishing Utility, and it may be expressed as follows : 
iph^n the price Jails depmnd expands, and when the price 
rms dernand Contracts. ^ The fall in price must correspond, to 
dimmislied utility, which results from increase in quantity. 
The rise in price must correspond to increased utility, which 
results from decrease in quantity. 

Another way of expressing the same idea is to say that 
a larger quantity can only be disposed of if the price is lower, 
the decline in price measuring the diminution in utility; or 
a smaller quantity can be disposed of at a higher price, the 
rise in price measuring the increase in utility. 

§16, Demand Schedule and Demand Curve.— If we put prices 
on one side and place against them the respective quantities 
that can be sold at those prices, we get what is called a 
Demand Schedule, 

\ 

Market Demand Schedule 

with a class of 'very rich' men {say, 5 in every 100 
of population) 


Price per lb | 

of sugar j 

Quantity demanded m 
the market 

1 : 

i Quantity demanded by 
‘very rich’ men 

1 

As. 

]b. 

lb. 

IS 

50 

i 

11 

1 GO 

50 

12 

80 

52 

10 1 

130 

55 

8 1 

200 

57 

0 : 

300 

60 

4 

500 

02 

3 

700 

63 


In the above table, the influence of changes in price on 
market demand has been studied. Such a table is known as 
the Demand Schedule.^ It may be drawn for an individual 
or for a particular class or for the whole market. The market 

* The transition from IndiYidml Demand Schedule to lAie Market Demand 
Schedule is clearly explained in Todd, op. cit., pp. 117*8. 
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car gioaf* demand edtiednle represents the net comhiRed resalt 
of a number of individual demand schedules and is m<me 
steady and dependable than the latter, the individual pecnM- 
arities of different consumers being largely cancelled one 
against the other in the aggregate demand schedule. "We find 
in our schedule that as the price falls, demand increases; 
while as the price rises, demand falls. In the third column 
the influence of changes in price on the richest class in society 
is studied. It shows that at the highest price only this class 
would make any demand, and that as price falls there is no 
appreciable increase in the amount demanded. Thus the 
demand on the jart of the rich is melastxc as compared with 
the more elastic group demand, which reacts more readily to 
price changes. 

We may now proceed to draw what is called a demand 
curve based on the above demand schedule (see Fig. 4). Along 



Fig. 4. — ^Demand Cuevb 


the horizontal axis OX are marked quantities demanded , while 
on the perpendicular line OY are marked the various prices 
for pounds of sugar. If we have a number of such price 
quotations and the corresponding quantities demanded at those 
prices we shall be able to mark a number of points, by joining 
which we get our ‘Demand Curve* (DD^ in the diagram), 
showing a gradual and steady decline in prices accompanied 
by an increase in the quantity demanded.* Thus as a result 

* It. may b© mentioned her© that ‘most demand curves slope downwards to 
the right throughout their length, although the alopo may he much steeper 
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of the faU in price from 16 aimas to 3 annas the quantity 
demanded increases from 50 to 700 lb. The dotted curve 
represents the inelastic demand on the part of the *very rich’. 
The same drop in price (namely from 16 to 3 annas) does 
not induce them to increase their purchases appreciably, the 
quantity demanded increasing only from 50 lb. to lb. 
This inelastic demand is illustrated by DD^ showing a sharp 
decline. 

As remarked above, demand means effective or efficient 
demand. It means the quantity that is taken by purchasers 
at a given price. Oi iierhaps it is even better to say that the 
demand for a particvlar commodity means the whole range 
of prices with the quantities going with each of those prices. 
The question ‘What is the demand for such and such a 
thing?’ IS best answered by setting out its demand schedule 
or plotting it as a curve. 

§17. Elasticity of demand* — Every commodity obeys the Law 
of Lemand as stated above, that is its demand expands with 
a fall in price and contractb with a rise in price. But this 
\ a rial ion of demand following on variation m price occurs 
more readily in the ^ease of some commodities than in that 
of others. Jji the former case we say that demand is coni* 
paratively more elastic; and in the latter, comparatively less 
elastic, or inelastic. ElasUctty of demand may be defined OtS; 
the degree of response (in the form of variations in the 
quantity demanded) to changes in price. When a small de- 
crease in price causes a considerable increase in the quantity 
demanded (or a ^mall increase in price cames a considerable 
decrease m the quantity demmded) ^ the demand for that com^ 
modity is said to be elastic. When a considerable change m 
price IS required io produce an ap^rreonble change in quantity 
demanded^ the demand for that commodity ts said to be in- 
elastic. Strictly speaking, we ought to sjieak of demand being 
‘relatively more elastic’ and ‘relatively less elastic’, rather 
than elastic and inelastic. For, since eveiy commodity is 
subject to the Law of Demand, the demand for no commodity 
can be said to be absolutely inelastic, in the sense that no 
change of price, however great, causes any change whatever 
in the quantity of it that is demanded. For the sake of lirevity 
and convenience we often do actually use the handier ex- 
pressions ‘elastic’ and ‘inelastic’, and there is no great harm 

m some parts thaa m others. This means that unless something happens to 
change the demind, more will be Imught at any given price than at any 
higher pric.e.’ F. Benham, Bconoimcs, p. 48. 
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in ildng 80 iHTOFided we nnderetaod clearly that it is aU a 
goe^ioB of degree, 

§18. Bake N^UfdUnl ebu^city of damaad.— In ^ am of 

mcess(wi6s, daatieity is generally small, since whatever ihe 
price, peojde must have enough; and when they have bad 
enough, they do not want very much more even if there is 
a consiteable drop in the price. Demand is elastic in the case 
of luxuries, because they are not urgently required; people 
can increase or decrease their consumption of them according 
as prices fall or rise (see Fig. 5). 



Fig 5. — ^Diagram showing Elastic and Inelastic Demand* 


DD*. — DEMAND CUEVE SHOWING DIMINISHING UTILITY 
fe*. — ^ELASTIC DEMAND FOE LUXURIES 
U*. — INELASTIC DEMAND FOE NECEBSAEIES 

We have already seen how what is a luxury to one set of 
people may be regarded as a necessary by another set. It 
follows, therefore, that the same commodities may show differ- 
ent elasticity from one group of people to anoUier according 
to differences in financial position. The clearest notion of 
elasticity is therefore obtained by considering each class by 
itself, 

When prices are very high, demand is usually inelastic- 
Because then only the very rich can afford to buy the com- 
modity and in their case even considerable changes in price 
do not cause appreciable changes in the quantity demanded. 

’ See Taussig, op at , vol. 1, p 136. 
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H^/wn prices ate very low, demand ie dmilariy tnelostic. 
BecBUse the low pnoes enable people to consume the com- 
modity practically up to the point of satiety, and so l«g as 
prices remain low on the whole, little Tariations in them do 
not much matter (see Fig. 6). 



Fig. 6. — Demand CofiVE showing Inelasticity of Demand 
AT Very High and at Low Prioes, and Greater Elasticity 
at Intermedute Levels as indicated by the Gentler 
Slope. The Greater the Inelasticity the Steeper 
THE Slope 

AT PRICE PM, QUANTITY OM IS DEMANDED 

AT PRICE P^M\ WHICH IS LESS THAN PM BY XX^, DEMAND 
INCREASES ONLY BY MM* 

AT PRICE P=‘M*, WHICH IS LESS THAN P*M* BY 
XjXj, THE INCREASE IS GREATER, NAMELY MjMj 

AT PRICE P®M“, WHICH IS LESS THAN P*M* BY 
X*X*, THE INCREASE OF DEMAND IS VERY MUCH GREATER, 

NAMELY M^'M® 

It thus follows that the more equal the distribution of 
wealth, the gi;eater the elasticity of demand. 

Demand is more elastic when there are substitutes than 
otherwise. Thus increase in railway fares will decrease the < 
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for railway serTic©. But this will happen more rapidly 
if there are substitutes like motor buses. 

Demand k wore elmtic when a eatmnodity is pat to sevetol 
mes of differing urgency than if confined to a single use (e.g. 
coal or rubber). As prices change, the commodity is readily 
extended to or withdrawn from the less urgent uses. 

§19. Measiii^ilient of elasticity. — ^In order to give a precise 
significance to the idea of elasticity, we say that elasticity^! 
(unity), if a given change in price is followed by an exactly 
inverse proportionate change m quantity: if the change in 
quantity is less than proportionate, elasticity is less than I; 
if mx^re than proportionate, it is more than 1 . Supjxise prices 
are halved and the quantity sold is exactly doubled, then elasti- 
city-!. If the quantity is less than doubled, elasticity -less 
than 1. If the quantity is more than doubled, elasticity - 
more than 1. 

§20. Changes in demand* — We maj conclude this chapter 
with a brief consideration of the factors which bring about a 
change in the state of demand (i.e. increase or decrease of 
demand) for particular goods or commodities in general, inde- 
pendent of changes in price. 

In the first place, changes in taste and faslnon are resjion- 
aible for changes in demand, e.g. while the increasing taste 
for motor-cars has increased the demand for tliem it has re- 
duced the demand for horse-drawn carriages. The vagaries of 
women^s fashions are well known. 

Secondly, demand is influenced by clianges in weather and 
seasons, e.g. the demand for cold drinks is greatly increased 
in the hot season and reduced in the cold season. 

Thirdly, changes in the size of the population produce 
changes in demand. A rapid growth of population due to a 
higher birth-rate will call for increased (juantities of the neces- 
sities of life and particularly increase the demand for things 
wanted by children and young persons, while the opjxisite will 
be the case when a country’s fiopulation is declining. 

Fourthly, changes m the amount of the real income (con- 
sisting of goods and services available for consumption) 
head of the population due to improvements in technical 
knowledge may influence demand, e.g. an increase in the 
average real income may increase the demand eR]:>ecially for 
what may be called comforts and luxuries. 

' Fifthly, the state of trade affects the demand for goods. 
Thus the demand for most goods, especially producer’s goods, 
increases in a boom period and decreases during a trade depres- 
sion. 
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Sixthly, changes in other prices may affect the ffemanff for 
a particular commodity, especially when goods are fairly close 
substitutes Or are jointly demanded. Thus a rise in the price 
of tea would tend to increase the demand for coffee, while a 
fall in the price of motor-c^rs may not only increase a demand 
for them but also for petrol.^ 

It is obvious that changes m the state of demand, i.e. an 
increased or decreased demand for goods, make it necessary 
to replace the old demand schedules showing the relation 
between prices and quantities demanded at those prices. Thus 
increase in demand would mean* that more would be demanded 
at old prices, while a decrease in demand would mean that 
less would be demanded at old prices. It would also be neces- 
sary to redraw the demand curves. 

BUMMAEY 

Pmi'tumptHm ih the ead of ail economu activity. Production being tibe 
moans and consumption the end, production may be said to be eubordimte 
to consumption, If we allow production to fall out of step with consump- 
tion, there is loss to producers or inconvenience to ennsumers. 

Human wants m general are insatiable. But each single human want ie 
satiable 

Some ^ants are complementary, i.e, they c.an be satisfied only by two 
or more things being provided together. 

Man;^ human wants are alternative and competitive, i c. they can be satis- 
fied equally well by this or (hat other thing. 

Kecurrence of wants is another notable characteristic of human wants, The 
satiability of every single want is at the basis of the Law of Dminulung 
rtiZtt?/— which states that, after a pointy evm addition to the slock of any 
iseful thing yields less and less satisfaction. (We assume that the intervale 
between the additions aie qiiiik and that the ^onsiiTner’s Ijistes or preferencee 
do not iindeigo a fundamental change.) 

Taiol uUUty means the aggregate utility lierivcd from the consumption of 
the whole of a stock of similar goods. Margtml uithiy means the utility 
lost if one unit ui the «tock i« lost or — which comes to the same thing — it is 
the lUility of the unit consumed last. The marginal unit, however, is not fi:xed 
unalterably ; it depends on the quantity consumed, which vanes according to 
price and also according to intensity of demand. The utility of every unit 
considered as part of a given aggregate is the marginal utility. Value is the 
expression of tnargmal utility. 

Most of ns have limited incomes to be spent on a large variety of good®. 
A wise man under these circumstances orders his expenditure in such a manner 
that he does not feel he has spent too much on one thing and too little on 
another. In technical language this is expressed by saying that be tries to 
observe the Law of Equimarginal Utility or Returns. 

In its more general application than m the regulation of ordinary personal 
expenditure, this law is known as the Law of SuhsUiutMn^ 

^ For a detailed study of this subject see Benham, op. cit., pp. 68-78. 
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By IcUoadixg ths Iiftw of BquitnargiMil TJtiility at Betatas, or tho 1 j»w 

0i Siib8<}ittj1a0ii# tiii® object achieved is the highest total satMacfeioa ftom 
a gitQn outlay accordibg to each person’s individual scale of values. 

In recent oconomic analysis the principle Biiamishing Marginal Utility 
hhs been re^ilaced by that of Dimimshxng Marginal Bat© of Substitution and 
it is particularly useful in advanced theory of value. 

Wants are classified into Necessun^^t Coffiforts and Lumuifics, Badh of 
thefte tertas is elastic as to what kind of consumption it is to include, The 
term ‘necessaries’ for example is capable of a very rigorous or a very hberal 
interpretation. A liberal interpretation would include a number of things 
over and above what is required for, bare existence. 

Conventional necessaries are those which, while not necessary for effi- 
ciency, are imposed by social convention. 

'Comfort’ and ‘luxury’ are terms whose meaning will obviously vary in 
accordance with the class m society to which a person may belong. To 
aim at a high standard of life is not only not wrong, but it is actually 
a necessary condition of economic progress. The low standard or life with 
which the masses in India are content is on© of the causes of their poverty. 
While it is necessary for economic progress that wants should increase, 
these wants should be such as ennoble and do not degrade human life. 

The aggregate of necessanes, luxuries and comforts to which any class 
of fieople has become accustomed is its standard of hvinq. It vanes from 
individual to individual, class to class, and nation to nation. It also vanes 
from period to period for the same people Desire to maintain one’s stan- 
dard of life has far-reaching influences on efficiency and on the worker’s 
reactions to any given wage policy. The standard of living among the 
people of India is ehowmg some signs of rising, which should make for 
greater economic efficiency and economic welfare 

Both spending and saving are necessary for economic health Pud stability. 
All spending and no saving will lead to deterioration and rum of the capital 
equipment of society and must ultimately react disastrously on production 
All saving and no spending means that there is no demand for the products 
of industry, It also means that production would ultimately cease. There 
was a tendency in the old days to exalt saving as a supreme virtue 
and to regard spending as a thing to be deprecated. Modern economists 
have restored the balance by emphasizing the necessity of spending as well 
as of saving. The two processes are not opposed, but complementary to 
each other. 

A study of the family budgets of different classes of society has given 
nse to the generaiimiion known as Engel's Law, which states that the 
smaller the family income, the larger the proportion of it spent on food 
and other elementary necessities of life, and the higher the family income, 
the greater the proportion of it spent on comforts and luxuries Figures 
from family budgets illustrate this generalization. 

Consumers surplus can be defined simply as the difference between what 
a consumer actually pays for a thing and what he would have been prepared 
to pay rather than go without it. It measures the difference between mar- 
ginal and total utility, Consumer’s surplus is a real phenomenon, though 
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ife M to c?kicalat© the ewst size <?f it m mj ^voo citse. The 

<johoeftii^ le inikpplieable In the <^e of things whose mtm d»pmie m 
their remaining scarce, and when we are considering the utility of a Cfsrtain 
mnimum qmwtitp of an absolute necessary of lifh. Another complication 
is that equal amounts of mc^ey mean unequal amounts of aatisfection to 
the rich and the poor. In spit© of these difficulties, however, the doctrine 
is of practical usefulness in comparing life in two diflEerent places, in ques- 
tions of taxation, and questions relating to the most advantageous price for 
a monopolist. 

Dmmnd in economics means desire supported by the purchasing power 
necessary to satisfy it— in other words, efficient or effective demand. 

Law Qf Dswctid,— When price falls, demand expands; when price rises, 
demand contracts. 

This law is a corollary from the Law of Diminishing Utility. 

The reaction of demand to changes m price can be shown either by 
means of a Darmnd Schedule, or a Demand Curve. 

Blaetioity of demand means the degree of change in quantity demanded 
m response to ctiange in price. 

If oven a slight change in price causes a big change in demand, demand 
is said to be elastic. 

If even a very considerable change in price causes only a comparatively 
small change in demand, demand is said to be inelastic. 

Since all commodities obey the Law of Demand, the demand in each 
case shows some elasticity. The diflference between one commodity and 
another is only as regards the degree of elasticity. 

Elasticity is small m the case of necessaries, the demand for which is, 
therefore, said to be inelastic. 

Elasticity is considerable m the case of luxuries, the demand for which 
is, therefore, said to be elastic. 

Elasticity vanes not only from commodity to commodity but also from 
one class of purchasers to another. 

As a general rule, demand is inelastic when prices are very high or 
when they are very low. Equality of wealth-distribution favours elasticity, 

Among other things favourable to elasticity of demand are presence of 
substitutes and also employment of a commodity for several purposes of 
varying urgency. 

Measurement of elasticity of demand. 

(i) Elasticity is equal to 1 (unity), 

(ii) Elasticity is less than 1, or 

(iii) Elasticity is more than 1, 

according as the response to changes in price is respectively 

(i) exactly proportionate, 

(ii) less than proportionate, or 

(iii) more than proportionate. 

Demand may mcrease or decrease owing to factors other than diangea in 
prices of goods. These factors include changes in fashion and taste, in 
seasonsi in populition, in the amount of real income per head, in the state 
H trade and in other pnoes. These changes necessitate a recasting of the 
old demand schedules and the redrawing of demand curves. 
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PRODUCTION : LAND 

§L Meaning of production* — Every acclivity whicli results in 
the creation of wealth as defined above^ is to be regardedi as 
productive. Product i on he depri^ qs^^e creation or ad ju 
tionjojiutilities or va lu es. By the exercise of^productlve acti- 
vity sometEng that has exchange-value comes into existence. 

In the production of material wealth, there is of course 
no question of creating new matter. This is something which 
man cannot do. At the most he can rearrange and combine 
particles of matter and give them a form which has a greater 
value for human purposes than they possessed before. Thus 
be puts together brick and mortar so that he gets a house; 
or joins together pieces of wood so that he gets a piece of 
furniture. This type of production is described as the creation 
of f orm utilities , 

Another type is the creation of olace utilities . The trader’s 
function consists essentially in taking commodities from 
places where they are comparatively plentiful and have there- 
fore relatively small utility or value to places where they are 
less abundant and have therefore greater value. The trader 
by his activity adds to ilu value of things and has as great 
a title to be considered a productive worker as, let us say, a 
labourer in a coal-mine, who takes coal out of the bowels of 
the earth, where it was useless to human beings, and brings 
it up to the surface where it becomes available for human 
uses. 

Production may also consist of the creation of time utilu 
The actual supply of commodities like grain and fruit is 
limited to a certain period m the year, whereas the consump- 
tion of them is not so limited. Storing or preserving these 
things and carrying them over from periods of plenty to 
periods of scarcity is undoubtedly an important form of wealth 
production. 

The processes in 

endowing persons with the necessary skill and powers (so 
far m these are capable of being acquired), and secondly, the 
release by persons thus endowed of the different forms of 


* See cb. iii, §2. 
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aoiwaatenal wealth, i.e. servicM j hk® proififisjaaflIjgffiU8S£> 
tmeaitm-Sfilsm and do^stjsjssSifiSS. 

§‘2. Chussificatlon of oocupattims.— The vano<u> occnpatunn; 
ansing out of the different kinds of wealth-production (or 
productive activity) may be grouped as follows ’ 

Classificn/tioB of oc^ttpatiOtiR 


1 n d u st] 1 a 1 Commei ( lal Direct services 

occupatioDH o<t:npationH to coBsumers and public 

I services (e g of doctorg, 

— I "eachers, lawyers, domestic 

Extractive Industries Manufacturing servants and scrvu es of 

(e c Earming, Mining, Industries (e g Servan^, I^cal 

Fishing, Plantations, etc ) Cotton and Jute Government officials and 

Mills, Hand4oom Policemen) 

Weaving, Milling, 

House-buildmg, etc ) 


I >isti I bull Banking and 

Industnes (e g Insurance 

Merchants, Tradtrs 
Commission agents 
Adveitising agents) 

Produotive and unproductive labour*— We may here 
btiefl^ refei to the eontroveis^ , at one lime acnte, regarding 
what 1^^ productive and what is nnprodnctive labour 

Tlie French economists of the eighteenth century, the 
E^hyaiociats, held that labour devoted to extractive industnes 
like agncnltuie, mmiiig etc tvas alone productive Their 
idea was that nature co-operated with man m a very special 
manner in these extractive industries and created a net pro- 
duct. Adam Smith admitted the production of manufactures 
to the categorv oi pioductive labour But labour devoted 
to transfKirt and trade was foi a long time held to be un- 
productne, and e\cn toda} , iieiliaps in the minds of some 
people, there is a prejudice against the meicantile classes. 
The contention was that transport and trade did not create 
any new wealtli, but dealt only with wealth already created. 
But we have already seen how modern economists have 
widened the connotation of the term ‘wealth’ by recognizing 
certain place and time utilities to be wealth The transport 
services are essentially productive since they endow things 
with place utility. So also the labour of the commercial 
classes is ftindamentallv productive, since merchants direct 

* S E Tboiuas, Elements 0 / Economtifif 5tb ea , p 64 


Transport liidnsTnes 
fag Kailwa^yb lioads, 
Water Transport, Shipping, 
etf ) 
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tba movemente of commodities, store and hold them over 
until they are required by consumers (i.e^ endow them with 
time utilities); and sometimes they may be said even to 
<^Teute form utilities, e,g. by sorting out and selling goods in 
convenient late as required by the consumers. Even when 
commerce is reduced to the mere act of exchange it is pro- 
ductive, since production is not complete until the commodity 
is pkoed in the hands of the consumer. 

For a long time it was similarly held that the labour of 
servants, soldiers, judges, sailors, actors and the professional 
classes (in fact ali labour m the form of personal or non- 
material services) was unproductive, and whole classes of the 
community were stigmatized as economically sterile. This 
view led to many absurdities. For instance, the labour of 
the fiddle-maker was considered productive, but that of the 
musician who played on it was held to be unproductive. The 
fundamental test obviously is whether human wants are satis- 
fied by the utilities in question irrespective of the sonrce 
whence they flow. Services which have to be paid for, if 
they satisfy our wants, are wealth as much as material goods 
or vendible commodities. Nor is it necessary that the utilities 
should yield direct satisfaction. For example, the labour of 
the soldier, the policeman, or the judge, by promoting security 
of life and property, enables wealth or direct utilities to be 
created, and therefore is itself productive, 

The controversy beiween productive and unproductive 
work appears to be pointless in view of the Bobbmpian defini- 
tion of economics as the science of the disjxisal of scarce 
goods with alternative uses. From this jxiint of view all 
labour which attempts to overcome scarcity is productive. 
^The services of the cinema star and baker are reduced to a 
oommon denominator. Both services command a price . . . 
because they are relatively scarce in relation to demand,’^ 
It may be pointed out here that there is no moral significance 
attaching to work or labour. Thus the work of opium or 
liquor manufacturers is productive because it possesses utility 
in the economic sense and xs paid for, although the consump- 
tion of such noxious goods may be highly undesirable. 

But the question now arises, is any labour unproductive 
at all? In a certain number of cases a definite affirmative 
reply can be given. For example, labour is unproductive if 
it fails in its purpose and represents effort that is w^asted 
(e.g. in building a capital city in a desert area uninhabitable 

^ JBxiggs and Jorditn, op cifc , pp 130-1. 
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by immao beiogs). Secondly, tlie labour of burgto, swindlers 
pirates is imrely predatory, and is clearly unproductive. 
There are, however, certain kinds of labour which call for 
some discriminajang judgement. Fca: example, the labour of 
business men, including speculators and company promoters, 
is not necessarily unproductive. When honestly and capably 
performed it is of the highest value to the community. But 
sometimes their operations are of a [«'edatory nature or de- 
generate into mere reckless or unscrupulous gambling and are 
intended to deceive innocent investors and then they must 
certainly be regarded as unproductive, i- 
§4. Factors or agents of production.— According to the classi- 
cal tradition there are tlmee factors or. agents of produciiou,. 
namely l and (materials” and ^wers of naturel, .labour and 
capit al. Following the growing specialization of processes 
and functions, a fourth fac tor of production, namely organiza- 
tioD or enterprise (supplied by the entrepreneur) waradded, 
its importence being particularly stressed by Marshall. This 
addition was also designed to refute the theories of Karl Marx 
who attributed the entire value of a product exclusively to 
labour. 

The four factors of production may in the last resort be 
reduced to only two, namely land (nature) aud, labour (man) 
which may be regarded as the primary, f^tore of production 
as they constitute the basis of economic activity. Capital, 
which consists of producers’ goods, such as tools and machin- 
ery, and is intended to Aolp iabeuJC-ic, ita task^otpiaduciftg 
w^lte, is itseh compounded of land and labour. Organiza- 
lionls, after all, a special form of human laboux-* However, 
leaving aside the question of ultimate origin, there is sufficient 
difference in character between the four factors to justify our 
treating them separately. 

§5. Objections to the traditional categories of factors. — This 
traditional classification of factors of production has been criti- 
cized by modern writers^ on the ground that it is arbitrary and 
that the differences between the factors are technological 
(physical) rather than economic. Firstly, each of these factors 
is diverse in character and capable of minute sub-division : 
thus land shows gradations of quality, as do labour and 
capital. Secondly, land cannot be readily distinguished from 

*- Oa this poiEt teader may consult K. Wieksell, Lectures m Pcitticul 
Economy ^ pp. 107-8. 

* cf. Wicketoed, op* cit., PP- 3654. 
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Ija^Btly, it is ndcessfitry to Bote that the factots^ 
within a certain range can be substituted for each other. ^ It 
^ has been argued that in production ‘the only positive agent 
the in some form or other^ Land, labour 

and cafutal are merely a heterogeneous mass of resources, by 
means of which he attains certain ends in the most econo- 
mical manner possible'.^ 

We shall, however, adhere to the traditional classification 
of the factors as it is convenient for an elementary analysis, 
and proceed to elucidate the nature and functions of each of 
these four fa(‘tors of production.^ 

Land (Nature) 

§6. Meaning of Land. — In economics we borrow^ many terms 
in common use but often attach special meanings to them. 

all the nhaiemk .md jpQums jof mtim 
admk - hk^Qtm Me .md. Be- 

sides ‘land’ in the ordinary sensi" of the term, we include 
such things as sunshine, ram, winds, waterfalls," water above 
as well as below the surface of the earth, the various 
minerals, electricity, magnetism and also the animals which 
man puts to economic uses — everything in fact which is 
given free by nature, and which man works on with his 
labour for pi’oducing wealth. (‘Land’ thns weans all 
of nature in the form m which they roi’st before man hcgm<^ 
to work upon them.) 

While land (i.e. "‘external natural forces at the .service of 
man’, as Wicksell calls it) is free in tlie sense that it is not 
the result of labour, not all of the natural agents are unlimited 
in quantity m reJation to the demand for them Those that 
are unlimited (e.g. sunshine, climate, air) of course possess 
no ‘value’ and therefore as economists we are not interested 
in them.'"’ interested (mly j^ Jlme mfnral resources 

’ This question is discussed in detail in (h vn 
“ Bee Benham, o^. cit., pp. 113'14 and 194-5. 

® See Bngge and Joidan, op cit . p. 108. 

* It has been pointed out that Goveiiunent and public authorities, both central 
and local, constitute a further agent m production. Bor their work is neces- 
sary to the very existence of economic life— ‘by protection of peisons and 
property, by enforcement of contracts, and by provision of currenev. ot 
weights and measureB, of sanitary services, of public education and the 
like’^Dearle, op cit., p. 144. See also ch. xvii. 

• However, we do take them into consideration when a comparison is made 
between the economic position of one countiy and another. 
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isU mteimid cmmt be indtea md 

a»d theif lm|»rtaiic«/— With the 
gltJWth of ecieBtific knowledge the mastery of mari oyer 
nature is rapidly increasing. However, in the last resort^ 
man must depend upon the materials and powers of nature, 
and the part of nature in determining the economic destiny 
of man cannot be ignored. Nature is the very fo undation 
of economic_life. ^ ^ ** 

already obseived, the term ‘nature' (land) stands^ Jpr. 
the entire natural environment^ and under_eJQ[yironment w§ 
may include such things (i) Contoui:, (ii) Geographical 
location, (iiB Climat e, (iv) Soil and subsoil, ^nd (v) Vegetable 
and animal resources.^ 

fi) Contour. — I'his refers to the general physical , fea- 
jtgrjesoJ a counti;y such as the arrangement of land and water 
areas, tlie srze and position of mountains and rivers, and 
the extent and altitude of the land divisions. The configura- 
tion or relief of the earth’s surface influences economic ac^iivity 
m varmus ways. Thus according to contour we get either 
exienbive plains giving us level sheets of land suitable for 
eultivatjon and facilitating communications (e.g. the Gan- 
getic Plain in Northern India) or mountainous tracts (e.g. the 
Konkan) with small holdings and difficult communications, or 
again a gradually imdulating slope (e.g. the Peccan Plateau). 
The altitude, the rivers, and water areas largely influence the 
climate, vegetable resources, forests, animal resources and 
navigation. 

(n) Geographical location. — Geographical situation also 
has an important bearmg on a country’s material prosjierity, 
and its importance grows witli the growth of international 
(H)mmerce. The situational factor may first be considered 
from the point of view of (a) 'fp^riUme siiuaU<^, as referring 
to proximity to sea, possession of suitable harbours and con- 
venient location on the banks of rivers. This factor largely 
explains tlie rise of the Mediterranean, the Atlantic and the 
Pacific civilizations. London, New York, Bombay, Calcutta 
and Karachi owe their present importance hugely to their 
favourable maritime location. It is easy to understand thete- 
fore wliy modern States are so anxious to secure direct access 
to the sea. (b) Secondly, the in land sitm tim of a place in 
a country covering extensive territory like India is equally 

‘ We h*ive ^iven a brief account of India's natural resources in Elemmts of 
Indian Boommics^ cli. i. 
cf. SeUgman, op cit., pp. 87 4S."’ 
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digmfieaat, h&viag t^ard <io the great volmme of inteai&aJ 
trade. The old cEraTan routes and the favomble looatiott 
of cities like Oawnpore, which have risen from their position 
as cross-road villages, are instances in point, (o) The mdus^ 
tml looatim md sttwattw assume special importance with 
growing commercial and industrial expansion. Proximity to 
raw materials and cheap power largely determines the localisa- 
tion of an industry;^ witness the rise of the cotton mill in- 
dnstiy in Bombay province, or of the iron and steel industries 
in the vicmity of the coal and iron fields in Bihar and Orissa. 

Attempts to overcome the disadvantages of physical loca- 
tion. — Eeferring to the possibility of overcoming the dis- 
advantages of physical locatiou, Seligman speaks of a three- 
fold improvement, namely as regards-^a) transportation of 
men and commodities,''tfi) transmission of power, and (c) 
'^communication of ideas. 

(a) The changes in the methods of transport from the 
pack-animal and the sailing boat of olden times to steam 
and electric transport on land and water (not to speak of 
air transport,) have revolutionized internal and foreign com- 
merce by annihilating distance. The railway in particular 
has greatly reduced the importance of natural advantages of 
situation, so that many originally obscure places have come 
into prominence because the railway line happens to pass 
near them. 

(b) Transmission of power. — All production involves the 
manipulation of matter whose resistance must be overcome 
by the use of some motive power aiding man’s muscular 
energy. Animal power has been utilized for a long time and 
is still the principal motive force for the millions of cultivators 
in India. But it has the obvious limitation of needing food 
and space. The power supplied by the wind is feeble and 
intermittent, and the water-mill is necessarily localized. 
Glreater promise has been held out by steam power, or gas 
(depending on coal, oil, or wood). But electric power is often 
the cheapest and the most easily portable motive force. It 
virtually overcomes the handicap of distance and has revolu- 
tionized modern industry and greatly altered geographical 
values in recent times. 

(c) Modern facilities for the communication of ideas 
have also, to some extent, reduced the importance of natural 
location. The post, telegraph, telephone and wireless have 
contributed to making the world one market, so that changes 


^ See db. vui, 
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in supply aad demand in one part of the world mtdte them- 
gehree felt almost immediately in all other parts. Thos condi-- 
tions in the American cotton market qmckly react on the 
Bombay cotton market. 

(hi) CUmaie. — ^Temperature, moisture, the direction and 
the force of winds, the healthiness or reverse of the atmo- 
spbere-^all these affect the arts of civilization, the character 
(ff the vegetable and animal products and the efficiency of 
human labour. Extreme heat (as in the Equatorial region), 
and extreme cold (as in the Arctic regions) are both un- 
favourable to sustained and progressive economic activity. In 
tropical countries, the lavish bounties of nature, and the 
enervating heat, ensure easy conditions of life for man on the 
one hand, and on the other encourage dullness and lethargy. 
A temperate climate as in western Europe is conducive to 
continuous progress, since on the one hand, nature is not 
too bountiful, and sustained- effort is necessary m order to 
make a living; while on the other hand, nature is not too 
niggardly, and human effort does get its reward in the long 
run. A more favourable climate is at least one of the causes 
of the sufierior efficiency of European as compared with Indian 
labour. 

The rainfall imoistvre) factor influences the growth of 
forests, the size and utility of rivers, the nature of vegetable 
and animal resources', etc. Thus the moist climate of Lanca- 
shire is favourable for spinning the higher counts of yam; 
Bombay enjoys a similar advantage, though in a smaller 
degree. Climate also affects the birth-rate and age of matur- 
ity, as also the occupations of the people and their attitude 
towards the State. A favourable climate and adequate 
moisture develop self-reliance and individualism as in the 
United Kingdom, but inadequate moisture and semi-arid 
conditions, as in Australia or in those precarious tracts in 
India which are liable to frequent drought, make the people 
look to the State for most things, and invite State initiative 
and action. The great influence of the monsoon currents on 
our national economy is discussed in our Elemenls of Indian 
Economics. 

(iv) Soil and subsoil . — The influence of soil conditions 
on agricultural productivity and vegetable resources is obvious. 
A rich soil will support a dense population, as in the case 
of the fertile alluvial soils of the Indo-Gangetic Plain. On 
the other hand", population will be sjmrse in rocky or inhos- 
pitable tracts of land poor in chemical ingredients, which are 
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either imcultivable watites or at best only OBafnl for sbeep- 
farming or cattle-^grazing. 

Under subsoil conditions, we may take note of such 
factors as the presence or absence of mineral wealth. Mineral 
resources have played a significant part in the early stages of 
civilization. We thus speak of the Stone Age, the Bronze 
Age, the Iron Age, etc. We ourselves may be said to be 
living in an Iron and Coal Age. The iron, steel, mineral oil, 
and coal-mining industries are most important for economic 
development, and that is why we call them ‘key industries’. 
England’s economic prosperity has been favoured by her for- 
tunate jK)ssession of coal and iron ore deposits occurring near 
each other. Our survey of tlie mineral resources of India 
will show Jh>w India posse&.'^es a large range of mineral depo- 
sits and appears fitted to be an important industrial country. 

(v) Veyetablf and animal resmrces . — As already ob- 
served, these are largely conditioned by natural factors like 
altitude, climate, and soil conditions. In a primarily vegetar- 
ian and agricultural (‘ountry like India, the part played by 
its flora and fauna can hardly be exaggerated. The supply 
of food, of raw materials, of animal power, of means of loco- 
motion, etc., depends upon the efl’ective exploitation of our 
vegetable resources, which include our main crops of rice, 
wheat, cotton, oil-seeds, jnte, etc,, and of our animal resources, 
which consist of the cow, ox. buffalo, sheep, horse, camel, 
etc. The course of ennlization has been determined m the 
past by the adequacy or otherwise of these resources. 

The foregoing snne} clearly hhows (hat the character of 
the natiu'al resources and the lavishness or niggardliness with 
which a country has been endowed in resjiect of them have 
an important influence m determining the economic strength 
and prospei'ity of its people. A favourable geographical posi- 
tion for carrying on international trade, the possession of good 
harbours, a fertile soil, a temperate and invigorating climate, 
navigable rivers, valuable coal and iron ore deposits, and a 
rich and varied flora and fauna are obviously advantages which 
have great economic value, provided the jyeople who possess 
them know how to make use of them. v' 

§6. Gombilwtiom of Factors: Laws of Production (Increas- 
Constant and Diminishing Returns).— In order to pro- 
duce wealth man has to make an effort to avert scarcity and 
to increase the limited means of satisfying his wants. If 
more wealth is desired, we can only secure it by using the 
factors of production more and more and by generally com- 
bining them in variable proportions in the production of 
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goo^. This raises the qiiestion the iMact npem 
dsatjwt of dianiges in the propcatjons of the diffewt factors 
eotldoyad. This qnestion is nsually discussed ip coiuieaiisi 
with the well~known Law of Diminishing Returns/ ©le 
relati<m between the effort (cost) put forward and the wealth 
(output) created in response to that effort is not of an un. 
varying character. Sometimes an increase of effort may give 
us a more than proportionate increase of resqjonse. "ntus 
suppose we employ Rs. 10,000 as capital and twenty labourers, 
the value of the goods produced with the help of this equip- 
m«it is, let us say, Rs. x. Now we double the equipment, 
that is to say invest another Rs. 10,000, and employ another 
set of twenty labourers. It may happen that with this en- 
larged equipment certain new economies become possible and 
that the working of the establishment becomes more efficient. 
As a result of this we get an additional supply of goods worth 
■say Rs. l^x. The return in this case is more than propor- 
tionate to the increase of effort in the shape of the extra 
Rs. 10,000 and the labour of twenty more men. By doubling 
the effort we have more than doubled the value of the pro- 
duce, the value of the goods now being Rs. (x-fl^a*), or 
Rs. 2^a: instead of only Rs. 2x. When this kind of thing 
happens, we say that the Law of Increasing Returns or Dimin- 
ishing Cost is in operation. When the response to increased 
effort does not change, that is, if the additional capital and 
labour gives us the sam'e additional return as before — namely 
another Rs. x — we say that the Law of Constant Returns 
or Constant Cost is in operation. If the result is less than 
’proportionate, i e. if we were to get an addition of, say, 
Rs. I®, we should say that the Law of Diminishing Returns 
or Increasing Cost was in operation. The response from 
each one of the agents of production, namely land, labour, 
capital and organization, may exhibit at different times every 
one of the three varieties of (i) Increasing, (ii) Constant, or 
<iii) Diminishing Returns which may be looked upon as 
different phases of a comprehensive Law of Varying Pro- 
ductivity and which operates according to circumstances and 
conditions in all forms of production. But a persistent 
demand on any one of these agents d[ production will even- 
tually be met by diminishing returns. The Law of Diminishr 
ing Returns is therefore of fundamental importance. Constant 
or increasing returns may not show themselves at all. Or 
if they do show themselves they do so in a fitful and un- 

^ Bee Benluun, op. oit., p. 128. 

1-6 
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manner. But we can depend upon the Law of 
Diminishing Eetums asserting itself in the long run. The* 
operation of this law is best explained with reference to* 
land, which shows its working in a "more pronounced manner 
than any of the other factors of production.^ The following 
t statement of the law as given by Marshall is for that reason 
made with special reference to land, though the law itself 
is really of universal application, i,e. it applies to all the 
four factors of production. 

§9. Law of Diminishing Returns or Increasing Cost.—' An 

increase in the capital and labour applied in the cultivation 
of land causes in general a less than proportionate increase 
in the amount of the produce raised, unless it happens to 
coincide with an improvement in the arts of agriculture.’® 
Beyond a certain j)oint, or after a certain stage in the 
cultivation of land has been reached, every further increase 
in the amount of labour and capital applied to it produces 
a less than proportionate return. What is meant is not that 
the total return from the land diminishes, but that the addi- 
tional return received as the result of further expenditure is 
'less than proportionate to the additional outlay. The law may 
also be stated as a Law of Increasing Cost. Beyond a certain 
point an increase in the returns from land can only be secured 
at an increasing cost in labour and capital. A stage will be 
reached when the return will so far diminish as to fall below 
the outlay as the cost per unit increases. Obviously a wise 
farmer will stop applying any further doses nf labour and 
capital at the point where he finds that additional yield from 
a particular dose just equals his expenditure. Land, as 
everybody knows, is not all of the same quality. Some lands 
are more fertile and others less. At first, of cnurse, only 
the superior lands will be cultivated. But as the yield dimin- 
ishes it may be more profitable to take up the inferior land 
for cultivation rather than lay out more and more capital 
and labour on the superior land. Thus, let us suppose there 
are three kinds of land available for cultivation, A, B and C. 
A is the best land, B comes after it in point of fertility, and 
C stands last being the least fertile of the three. The farmer 
would naturally cultivate land A first. Let us imagine that 
he applies successive 'doses’ of capital and labour which cost 
him, say, Rs. 50 each and that the crop he wishes to raise 

^ Tii« tendency towards diramisbing returns in relation to agriculture 'was 
first clearly stated by Maltbus and Ricsardo. 

* Marsball, Principles of JSconotnm, p. 160. 
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18 wheat which is selling in the market at the rate of 4 seers 
to the rupee. The application of the first dose of cental 
and labour gives him 500 seers. He spends another Es. 50 
and gets 450 seers, the third dose of Es. 50 gives him 
400 seers. Here he finds it worth while passing on to the 
cultivation of B, where his first outlay of Es. 50 yields 
350 seers; then he prefers to go back to A where an invest- 
ment of another Es. 50 gives 300 seers. After this he finds 
Jt profitable to turn to C which yields him 275 seers. The 
subsequent doses are in the following order : 

C ... ... ... 250 seers 

A , . . 225 „ 


The net result of his operations may be set out as 
follows : 

LAND A 


ExPBNBITUKE PrODUCF I?! SEEB8 CoST PBR SEER 


Ipt Be. 50 
2nd Kb. 50 
3rd Bs. 50 
nth Bs 50 
8tb Bs. 50 
10th Bs. 50 


B-b 300 


i 

iVh of a rupee 
Jth of a rupee 
ith of a rupee 
th of a rupee 
^ths of a rupee 
Jth of a nipee 


produce , 



Expenditure Produce in seers ' 


Cost per seer 


4th Bs. 50 360 

9tb Bs. 60 225 

nth Es. 60 200 

160 - 1 775 

lay f pioduce j 


^th of a rupee 
I the of a rupee 
Jth of a rupee 
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1 

Cost m sBm 


eth Bs. go 

275 

of a ru|>eo 

|« 

Tth Bs. go 

250 

Jth of a rupee 

tac 

taoa 

12th Bs. go 

200 

•J-tb of a rupee 

(K «R 

«8 S 


Total 1 
produce J 

i 

1 

... 

l.| 

M Q 


The cultivation of each kind of land m in this manner 
pushed to a point beyond which it ceases to be profitable. 
In the above example, it pays to spend Es. 300 on A and 
Bs. 150 each on B and C, An additional dose of Bs* 50 
will yield less than 200 seers on all these lands. Production 
of 200 seers just enables the farmer to recover his Ks* 50 at 
the current market price of 4 seers per rupee. Less than that 
will mean a loss to him. 

The point that is brought out in the abo\e example is 
that returns diminish or, what comes to the same thing, 
costs increase with every successive application of capital and 
labpur, whether we use our additional outlay on the same land 
or on some other (inferior) land. Thus when the fourth 
Es* 50 was spent on B following the third Bs. 50 spent on A , 
the yield diminished from 400 seers to e350 seers, i.e. the 
cost went up from |th of a rujiee to |tli of a impee per seer. 
We get similar results by taking each kind of land separately, 
e*g. A'b responses to successive doses are represented by 
the figures 500 seers — > 450 seers *-> 4(X) seers — v 300 seers 
225 seers — > 200 seers, and the corresponding costs are 
h h h I and J of a ni^e per seer. 

If the returns diminish in passing from one kind of land 
to another, this is the extensive aspect (corresponding to 
extensive cultivation) of the Law of Diminishing Eeturns. 
When the returns diminish as we apply more and more 
capital and labour to the same land, we talk of this as the 
intensive aspect (corresponding to intensive cultivation) of 
the Law of Diminishing Eeturns. When more ' produce is 
needed, we obtain it partly by working old lands more 
intensively and partly by resorting to new lands, which at 
first we had ignored because of their relative inferiority. 
Thus, generally speaking, the Law of Diminishing Returns 
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is to be in operation m both of ita aspecte, wtwm 
as well fiiS Inteiasiye- The fact that lands known to he inferior 
are cultivated at all is itself a proof the truth of the tiaw 
of Piminishing Keturns in its intensive fonp. For if the 
superior productivity was experienced indefinitely in the case 
of the better lands we should prefer continuing to take advan*^ 
tage of this, and need never use the inferior lands at all* 
Similarly the fact that we think of new lands ordy after the 
cost on the old ones has risen to a certain level is itself a 
proof of the operation of the law in its extensive aspect. 
§10. Qualifications and conditions. — The Law of Diminish- 
ing Eetums holds good only under certain conditions and is 
subject to certain qualifications, (i) In the first place, we 
must remember that in the earlier stages of cultivation we 
may find returns increasing instead of diminishing until the 
land is used most efficiently and the margin of profitable 
cultivation is reached.^ But after this point is reached the 
increasing returns give place to diminishing returns. 

(ii) An increase m capital and labour causes a less than 
proportionate increase in the produce, ‘unless it happens to 
coincide with an improvement in the arts of agriculture’. As 
Dr Cannan points out, the tendency towards diminishing 
returns applies ‘to some or any one given time, so that it 
excludes the consideration of the changes in man’s knowledge 
and other circumstances’.^ These are continually changing 
and the adoption of improvements (m implements, manures, 
organization, etc.) may result in increasing returns. In our 
example, the first dose applied to A gives 500 seers. But 
before the second dose of Rs. 50 is applied, the methods of 
cultivation may have improved and consequently the return 
may be 700 seers instead of 450. Tet, once the new methods 
are established, the same phenomenon of a progressive fall 
in output will show itself. Only the fall will now be from 
700 seers instead of from the original 500 seersv The law 
assumes that any given methods of working the land (whether 
backward or advanced) remain stable. Therefore the fact 
that with the change of methods the output will be greater 
for the same expenditure cannot be regarded as an exception 
to the Law of Diminishing Eetums. 

Contrary to the common opinion, remarkable agricultural 
developments have taken place, particularly since the Great 
War h914-18), thanks to mechanization and bio-ehetnistry, 

* Mmbairs statement of the law given above is for this roalcm careful 
to include tbe words ‘in generaF. * E Oannan, Wealtkt p. 61. 
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toi efficiency has kept pace with demand not only in manu- 
flfcetnre bnt also in agriculture. The tendency to diminish- 
ing returns has thus been held in check. ^ 

(iii) The law suggests that the order of cultivation is 
from the better to the worse lands. It does not, however, 
require that any current classification of soils as good or bad 
must never change. Land at first regarded as inferior may 
later appear as superior (owing to the discovery of new 
methods, the construction of new roads and railways, etc.). 
This, however, does not in any way invalidate the Law of 
Diminishing Returns, for which all that is necessary is that 
under any given set of conditions some lands should be better 
and more profitable to work than others. All we need is 
that lands should always fall into different grades, and not 
that the grading should never change. 

§11. Other applications of the Law of Diminishing Returns. 
— The argument showing how the Law of Diminishing Returns 
applies to land used for building sites to mining, fisheries, 
plantations and other extractive industries, runs on lines 
exactly similar to those just indicated with reference to agri- 
cultural land. 

It is also not very difficult to see the working of the Law 
in relation to the other factors of production. Take a machine, 
for example, as typical of capital. Employing more labourers 
to operate it, or using more and more coal as a source of 
power for keeping it m motion, may for a time increase the 
efficiency of the machine. But sooner or late’' additional 
doses of *land’ and labour will cease to evoke proportionate 
responses. Too much coal, for example, will choke a steam- 
engine instead of making it work better. Similarly the effi- 
ciency of the labour force will show a satisfactory increase 
for a while, as more and more land and capital and more 
and more organizing ability are associated witli it. But the 
point will eventually be reached when it will be necessary 
to call a halt to this process, because it is found not to pay 
any further. 'We conclude that if m a combination of factors 
one factor remains unchanged while the others are increased, 
additional units of those factors will, after a certain point, 
yield a smaller return than preceding ones.’® 

‘ ‘One great problem of recent years has been the disproportionate fall of 
many agricultural prices as compared with industrial pnces. It is true, as 
Marshall thought, that there is probably some ultimate limit to the agricul- 
tural resources of the world; but that limit does not yet seem to be in sight ’ 
Dearie, op. cit., p. 169. 

’ For further particulars see ch. xm. * Boll, op. cit., p. 159. 
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While, however, the Law of Dimimshiog Eeturro is un- 
mistakable m its operation when we consider the limits of 
the productivity of every single unit of land, labour, capital 
and organization, the differences between land and the other 
factors are (i) that the supply of land is usually considered 
to be limited/ and (ii) that recourse to other lands means 
recourse to progressively inferior lands. The supply of labour 
and machines and organizing ability may on the contrary 
be regarded as unlimited from the ix>int of view of any one 
given business or firm. Additional supply of labour does not 
mean that the labourers employed later are less efficient. 
Similarly we can have more machines and more factories, 
if necessary, without any limit, humanly speaking, and the 
later machines and factories may be just as good as the 
earlier ones. 

So far as the factors other than land are concerned, we 
may say, therefore, that the Law is not seen to operate in its 
extensive aspect. This is what is implied when it is said 
sometimes that the Law applies only to land and not to the 
other agents of production. 

The foregoing analysis makes it clear that it is not possible 
to classify the several ii>du8tries into two categories, namely 
(i) extractive industries including agriculture which may be 
said to follow the Law of Diminishing Keturns, and (ii) 
manufacturing industries which follow the Law of Increasing 
Returns. At the same time it may be stated that when in 
any act of wealth production, the part which land or nature 
•plays is predominant, as in agriculture, we may witness 
•quickly and unmistakably the operation of the Law of Dimin- 
ishing Returns. Where, however, the }>art of land or nature 
is subordinate and the part of man is predominant, the Law 
of Diminishing Returns may be masked for a long time 
during which we may succeed in securing constant if not 
increasing returns, as in manufactures. 

1 12. Significance of the Law of Diminishing Returns.— The 
Law of Diminishing Returns is a basic law of economic life 
and economic progress is steadily aiming at counteracting the 
tendency towards diminishing returns. The Law has a pessi- 
mistic significance, especially for old countries of the world 
like England and India, and is intimately connected with 
the Malthusian Theory of Population (see ch. vi) and the 
Ricardian Theory of Rent (see ch. xiii). 

§13. Diagrammatic illustrations of the Laws of Diminishing^ 


* S(?6, hiom&vQtf also ch. vii. 
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tOoiOtBBl; and liMtMMtog Retinm.-~TheBe Lawfi m t^pre- 
sented graphically ia Figs. 7 (o), (6) and (c), where OB, BBr 
I>Fa=say Ba. 50 and the lines AB, CD, EF re^weseut the 
retnms to sncoeBeive applications of doses of prodnctive power. 





Fig. 7. — Diagrammatic Kepbeskntations of the Laws of 
Diminishing, Constant and Increasing Returns 

SUMMABY 

By ‘production’ we mean adding or creating Taluefi or ntiUtie0->-form- 
utiliUeUt place^'Otilities or time-utiiiiaes. The utilities created may Ism material 
or immaterial. Produotive ocmpaUons fall into three main classes: (i) In- 
dnetrial occupations, (ii) Commercial ocaipations, and (in) Direct services to 
consnmers and public services. Any labour which issues in the production of 
‘wealth’, i.e. creation of utilities, and seeks to overcome scarcity of means is 
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Ifolwfciw. labour wMeb fails of ils pttr|K>se or wMdh ie pweiy pradatey ia 
Trtijarodttofciv^, The test U> apply ie whether it eotsisfies some wmt that is 
aoiually felt. , 

In lihe production of the cooperation of (i) Land, (li) Labour,’ (iii) 

Capital, and (iv) Organization is involved. These four are called the Factofs 
or A^^nU of Production. This traditional classification has been criticizied by 
modern economists, but is useful for elementary economic analysis. 

Land (iVatare).— ‘Land’ in economics has a much wider meaning than in 
ordinary language. It includes all the materi|ilB and powers which are freely 
given by nature and whkdi man utilizes for wealth production. Their supply 
is limited and cannot be increased by human effort. A country's economic 
destiny depends, among other things, on whether nature has been bountiful 
or niggardly in respect of contour, location, climate, soil and eubsoil, 
vegetable and animal resources. 

The combination of factors of production in variable proportione raises the 
ijuestion of the I^aw of Diminishing Betums. The employment of additional 
doses of capital and labour may be attended with different results at different ^ 

times giving rise to the Law of varying Productivity or Beturns. Sometimea 
the returns may be more than proportionate to the additional effort (Increas- 
ing Betums) and sometimes they may be just proportionate (Constant Be- 
turcsb But ^eventually the returns will be less than proportionate (Diminish- 
ing Beturns). This tendency is known as the Law of Diminishing Returns 
or of Increasing Cost and is of fundamental importance in production, parti- 
cularly when in production we are concerned with ‘land’ more than with the 
ether factors of production. It is therefore commonly stated thus with refer- 
ence to land : ‘An increase iu the capital and labour applied in the cultivation 
of land causes in general a less than proportionate increase in the amount of 
the produce raised, unless it happens to coincide with an improvement in the 
arts of agriculture.’ This result follows whether the increased capital and 
labour are applied to the same land or to another plot which, being relatively 
inferior, was not at first taken up for cultivation. In the first case, we get 
the intensive aspect, and m the second case, the extensive aspect of the Law 
of Diminishing Beturns. The law is subject to the following qualifications: 

(i) it may not show itself for some time in the beginning ; (ii) it may be held 
in abeyance if there are sufficiently important improvements m the arts of 
agnculture as has undoubtedly ber*n the case since the war of 1914-18 ; (iii) in 
its extensive aspect, it assumes land to be graded into superior and inferior. 

But this gradation is relative to a given time or set of circumstances and* 
may diange m course of time and under a different set of circumstances. 

Other instances of ‘land’ are building sites, mines, fisheries, plantations, 
etc. and the law applies to them in the same manner as to agricultural land. 

It is also applicable to the other factors of production with the differences 
that (i) whereas land is generally considered to be limited, the other faettSTS 
may for all practical purposes be regarded as unlimited, and (li) the opera- 
tion of the law in its extensive aspect is not so clear or so inevitable ae- 
in the case of land. 

The Law of Diihinishing Beturns is a basic law of economic life and 
18 bound up with the Malthusian Theory of Population and the Bicardtan? 
Theory of Bent 
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PRODUCTION : LABOUR 

Chafacteristlos of labouif. — Labour is any human effort 
which has an aim and purpose outside of itself, and which 
contributes to wealth-production. The exertion may be wholly 
or mainly physical or muscular, or it may be wholly or 
mainly mental or nervous. It may be of a mechanical or 
routine character, or it may involve the exercise of the highest 
human faculties. Again, some labour may involve much respon- 
sibility and other labour may not do so to any great extent. 

Amidst all these variations, however, considered as an 
agent of production, labour must always possess two charac- 
teristics : (i) It must be undergone not for its own sake but 
primarily with a view to some reward outside of itself. The 
bodily exertion of an amateur gymnast, however strenuous it 
may be, is not labour in the economic sense. But if people 
have to pay to witness the gymnast’s feats, then it becomes 
labour. 

Some labour is essential and healthful to all normally 
constituted human beings, and under certain conditions it 
may be altogether pleasant to the labourer. But these are 
incidental advantages, and economic labour is put forth not 
in order to reap these advantages but for the remuneration 
attached to it. 

In any case, while some labour may be pleasant, a good 
deal is also unpleasant and involves heavy toil, and it would 
not be forthcoming without inducement in the shape of wages. 
Again, a man may sometimes gladly do work of certain 
kinds for the mere pleasure of it, provided he is free to take 
it up or stop it as the spirit moves him. But modern indus- 
try requires steady continuous labour. When a man must 
put in a certain number of hours’ work, whether he feels 
inclined to do so or not, the element of compulsion turns 
labour that may otherwise be pleasant into something irk- 
some. Every student knows how an otherwise charming 
book becomes hateful directly it is prescribed as a textbook, 
which he is compelled to study for an examination 1 

Labour thus involves strain and sacrifice. This, however, 
is how the labourer himself regards it, and it is therefore 
called the subjective aspect of labour. According to this 
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point of Tiew, the amount of sacrifice entailed and, therefore, 
the reward expected depend upon such considerations as the 
following : the time per day or week during which work has 
to be dona, the intensity of the work, the nature of the work 
— ^whether it is regarded as respectable or not — the physical, 
moral and social surroundings under which it has to be done, 
whether it is exceptionally unpleasant or exceptionally un- 
healthy, involving early retirement or death, and the expen- 
siveness or otherwise of the previous training it requires. 

(ii) The second characteristic of labour is that it must 
result in the creation of wealth, that is something which has 
an exchange-value. Mere intention to create wealth is not 
enough. The intention must be successfully fulfilled. All 
the labour of a cultivator is lost if the crops he has painfully 
raised are eaten by wild animals or destroyed by disease. 
Labour which is misdirected or which miscarries will natur- 
ally not command any reward and is, economically speaking, 
not labour at all. 

The consideration that labour must result in the creation 
of wealth serves to call attention to the objective aspect of 
labour. The reward offered (by the employer) for work done 
will obviously be according to the results of labour (and not 
according to the painful feelings associated with it); in other 
words it will depend on the efficiency of labour. 

§2. Conditions of efficiency* — ^Industrial efficiency dei>ends on 
the health and strength — physical, mental and moral — of the 
worker. The output of the worker will first depend upon the 
sta^idard of his health. This in its turn will depend on his 
income and the manner in which he spends it. Civilized 
States nowadays perform functions of the highest importance 
in protecting the community from disease, e.g. in providing 
pure water supply and compulsory vaccination. These func- 
tions cannot be left to individuals or to the spasmodic efforts 
of private charity. The money spent on public health and 
sanitation by the public authorities is the soundest of national 
investments. Apart from measures of public liealth, for creat- 
ing an efficient labour force a satisfactory system of education 
“general as well as technical — is necessary. Such educa- 
tion will increase the workers' general resourcefulness and 
power of adaptation to surroundings, will raise their self- 
respect and stimulate their ambition. The educational system 
should be devised to test the students’ ability and special apti- 
tudes, so that tliey can be advised to choose occupations for 
which they are fitted. 

The swrrounMngs in whicli labourers are required to work 



sbotiH be beelthy mi m pleasant as possible, A few empl^ei» 
ha?e tealieed tbe importance of this factor as ’part of scienti- 
fic management, and production has been greatly improved. 
The ip^e$ should be high enough to enable the worker tO’ 
obtain not only a sufficiency of the bare necessaries of life^ 
but also necessaries for efficiency and a few of the modest 
comforts and luxuries of life. In this connexion, the impor- 
tance of a well-balanced and nutritious dietary is obvious. 
Then again, housing conditions have a direct bearing on the 
efficiency of the worker. Slum life spells squalor, drink, dis- 
ease and crime and therefore lowers efficiency; while good 
houses mean better home life, happiness and health, and there- 
fore raise efficiency. The hours of labour should be limited so 
as to allow a margin of leisure for purposes of rest, recreation 
and self-improvement. The atmosphere in which the labourer 
lives and works must be one of hope, freedom and change. 

It is difficult to say how far economic efficiency is a matter 
of race and heredity. Certain races like the negroes are said 
to be incapable of the sustained effort necessary under present 
conditions of wealth-production. In most cases, however, 
there are good grounds fer holding that the existing defi- 
ciencies are not inherent and irremediable, but are capable 
of being removed by education and improvement of environ- 
ment. 

Climate is another factor which has a bearing on effi- 
ciency. Extremes of heat and cold are unfavourable to 
efficiency. The highest efficiency is developed in regions with 
a temperate climate, and the lowest where the climate is 
hot as well as damp. A temperate climate enables man to 
maintain physical activity and vigour, as it hardens without 
exhausting. 

A workman’s efficiency is affected not only by his indi- 
vidual mental and physical faculties, but also by the efficiency 
of the group in which he co-operates. This raises the question 
of division of Jabour and capitalist methods of large-scale pro- 
duction, discussed in chapter viii. 

The advantages of an efficient labour force are numerous : 
it takes less time to learn its work, requires little supervision, 
wastes little or no material, handles delicate machinery better, 
and though highly paid is cheaper in the long run. On the 
other hand, ‘cheap labour is dear labour’ if, as is usually 
the case, it is inefficient. For example, labour in the U.8.A. 
in general falls into the first category, while labour in India 
in general falls into the second category, 
p. Siu irf p^nlatton and efficiency .—Up to a certain point,. 
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iSUirwe in size of popidation heipe to mcresse the ^hciesoy 
of lahoui- by i^iliteting large-'scaie {S’oduction, co-op^tkai 
and division of labour. Bat a time comes when a forth# 
increase in population is no longer advantageous. Suppose 
that there are two countries exactly similar in respect of 
available natural resources, that labour in each is equadly 
efScient and that, further, the proportion of workers to ncm- 
workers is also the same in each. Under these conditions, 
if one country has twice the number of people that the other 
has, the labour-power of the former will also obviously be 
twice as great. The student, however, should not lump to 
the conclusion that the first country (that is, its inhabitants) 
will necessarily be twice as well off. The relation between 
the size of population and economic prosperity is not so simple 
as that, as will be seen later on. 

§4. Malthusian doctrine erf population. — ^Here it is convenient 
to introduce a discussion of Malthus' Doctrine of Population. 
Malthus (1766-1834) wrote his famous Essay on the Prin- 
ciple of Population in 1798. . In the later editions of this 
celebrated work he summarized his conclusions as follows : 

fi) Population is necessarily limited by the means of 
subsistence. 

(ii) Population invariably increases where the means of 
subsistence increase, unless prevented by some powerful and 
obvious check. 

(iii) These checks, and the checks which repress the 
superior power of population and keep its effects on a level 
with the means of subsistence, are all resolvable into moral 
restraint, vice and misery. 

The first proposition requires no proof. A certain mini- 
mum amount of food is required to keep a human being alive. 
If human beings grow in numbers but food cannot be increased 
in proportion, death by starvation will follow until the size 
of the population is such as can be maintained by the avail- 
able food-supply. 

By his second proposition Malthus tries to convey bis 
notion that increase in food-supply is swiftly followed by 
increase in population. In fact, in his opinion the rate of 
population growth is much greater than the rate of growth 
of means of subsistence. Every twenty-five years population 
tends to double itself, i.e. it increases in geometrical pro- 
gression in the series 1 : 2 : 4 : 8 : 16 : 32, and so on. 

Food-supply on the other hand increases in arithmetical 
progression in thi; series 1 ; 2 : 3 : 4 : 5 ; 6, and so on. There 
is, however, no proof establishing these ratios. What we 
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shoiild BOW Bay is this : except Ib very rare cases m& except 
for very short periods, every kicrease in population is followed 
by a less tlran proportionate increase of food-supply (or to put 
it more generally— of wealth). 

If a highly civilized people, already well advanced in 
knowledge and the arts of production, transplant themselves 
to some new and hitherto unexpioited part of the globe, they 
may find that for some time with every increase of population 
there is a more than proportionate increase in production. 
Therefore for some time growth of population may go hand 
in hand with increase in wealth and prosperity. But unless 
there is constant improvement in knowledge and the arts of 
production, a time comes when increasing returns give place 
to diminishing returns.^ Nature fails to respond to greater 
human effort made possible by increase in numbers, and forces 
restraining population within the limits of subsistence come 
into operation. Malthus classifies these forces under the head- 
ings of (a) moral restraint, and (b) vice and misery. Another 
classification suggested by him is (a) preventive checks, and 
(b) positive checks. 

By moral restraint, Malthus means ‘restraint from marri- 
age from prudential motives, with a conduct strictly moral 
during the period of this restraint*. 

Preventive checks are all those influences (good or bad) 
which lead to a diminution of birth-rate. If population is 
not regulated by the exercise of preventive checks, positive 
checks come into operation. Positive checks, according to 
Maltlius, mean all those influences by which tlie death-rate 
increases, that is to say, ‘the whole train of epidemics, wars, 
plagues and famines*. If we wish to avoid the positive 
checks and all the human misery and suffering they neces- 
sarily involve, we must use the right type of preventive checks. 
The only preventive check which Malthus blesses and sanc- 
tions is moral restraint as defined above. 

§6. Qualifications of the Malthusian doctrine.— Subject to 
certain amendments the Malthusian doctrine is generally 
accepted nowadays. But our propositions in this connexion 
are less dogmatic than they appear in Malthus’ treatment of 
the subject. Malthus’ mathematical formula expressing the 
ratios of increase of food and increase of numbers is now 
discredited. Also we no longer say that population, if un- 


* MalthiiB’e theory is tbos bound tif> with the Law of Biminishing Beturns, 
Ikithottgh he did not clearly etate this law and it was left to Bicardo to 
develop it further. 
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checked, is always ahead of prodtietion. We say that thia 
laay very often be the case. It is conceivable that human 
mgennity may provide means by which any given growth of 
popniation is more than offset by increase of wealth produc- 
tion. This may be said to have happened in England during 
the period of the Industrial Bevolution. But, of course, 
there is no guarantee that there will be a constant and ade- 
quate improvement in human invention to cope with every 
increase of population. In any case, in the modern statement 
of the theory of population, the comparison is effected not 
between population and food, but between population and 
wealth, and the emphasis has been shifted from food to wealth. 
The population problem is thus whether enough wealth per 
head in some form or other is available for the livelihood of 
the individual. It is also noteworthy that the limits of food- 
supply have been found to be more elastic than Malthus 
thought, thanks to the opening up of new regions by means 
of the railway, the steamship and agricultural improvements. 

Jf we are not able to increase wealth m proportion to 
mcrease in population, the only way to prevent misery is 
deliberately to check numbers. As stated above, Malthus 
approves of only one method of checking excessive growth 
of population, and that is moral restraint, i.e. the postpone- 
ment of marriage. Modern opinion views this remedy as im- 
practicable, unnecessary or even undesirable, and advocates 
recourse to neo-Malthiisian methods of controlling births. 
There are good reasons for supposing that these methods are 
being largely followed in most of the civilized countries of 
the west, and their use (birth control) seems to have falsified 
Maithus’s prophecies. 

§6. Theoiy of Optimum population.— Before taking leave of 
this subject, we may indicate a modern approach to the theory 
of population, for which the late Dr Cannan was responsible. 
He introduced the term ‘optimum population’ which he ex- 
plained as follows : 

‘At any given time, or, which comes to the same thing, 
knowledge and circumstances remaining the same, there is 
what may be called a point of maximum return, when the 
amount of labour is such that both an increase and a decrease 
in it would diminish proportionate returns, . • , Just as 
there is a point of maximum return in each industry, so 
there must be in all industries taken together. If population 
is not large enough to bring all industry up to that point, 
returns will be less than they might be, and the remedy k 
increase of population; if, on the other hand, population is 



m graa* tha.t tib« poiat has been passed, r^lnias are again 
lm$ ihm they might be, and the remedy is decrease el' 
pDpnlatioii/^ 

The theory ef optimum population, outlined above, ‘is 
<j0noemed with the relation between the size of the popula- 
tioh and productive efficiency, or in other words, the amounts 
of aE the other factors, which co-operate with labour in pro- 
duction and the technical coefficients of production’,^ The 
♦optimum population is the one which will produce the maxi- 
mum product or biggest output of goods and services, i.e, 
the highest per capita income. In the modern theory of 
population, over-population as well as under-population are 
related to the optimum size of the population; both imply 
lower than maximum returns which could be realized with 
optimum population, and therefore, a lower per capita income*^ 

The concept of optimum population makes it clear that 
^ nation may suffer economically because the population is too 
small in size, just as it may suffer because it is too big. So 
far as we can, we must avoid both the evils — ^tbe evil of 
under-population as well as the evil of over-population. 

The problem of population policy , so far as mere economic 
considerations are concerned, is to aim at the optimum popula- 
tion. As Sir William Beveridge points out, the optimum 
population is a hyjxitlietical figure which cannot be precisely 
determined. Some indication may, however, be furnished 
by changes m the national income per head. 

It IS necessary to bear in mind that the optimum is not 
a size which is rigidly fixed. As Dr Carman points out, it 
is being perpetually altered by the progress of knowledge and 
other changes affecting the economic system. It is thus a 
dynamic concept. 

We have spoken above of the modem emphasis on bring- 
ing about the retardation of an excessively high rate of increase 
by voluntary limitation of the birth-rate. Apart from and 
independently of this method, western experience teaches 
that a decrease of the death-rate in some unexplained manner 
oauses a corresponding decrease of the birth-rate. If for 
instance, owing to improved public health measures, people 
live longer, they breed less fast, even without any deliberate 
^attempt on their part to reduce the birth-rate. Again, it is 

* Canuan, op, qit., pp. 68-9. Boll, op. cit*, pp. 916. 

^ For a fuller study of the theory of optimum population, see A. M. Carr- 
Baunders, The Population Problem, and J. E. Mead, An Introduobon to 
Bcmoftdc Amlpis and Policy, Part IV. 
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BOW taken as established that fertility decreases with increase 
of wealth and comfort and with the growth of cultural and 
intellectual interests. Lastly, if people get accustomed to a 
higher standard of life, and, owing to the advance of educa- 
tion, become more and more capable of forethought and pru- 
dence, they tend deliberately to check the birth-rate and thus 
succeed in keeping up the higher standard of living. An 
important aspect of progress is the education not only of men 
but also of women. Female education makes women less 
and less inclined to regard marriage as the only profession open 
to them. They seek other spheres of usefulness and activity 
and may often choose to remain unmarried. 

Again the general progress of the community in health 
and education will make it economically more efficient. Thus 
while wealth will increase, forces will come into operation 
limiting the population to the optimum size/ 

§7. Factors determining size and density of population,— 
(i) Size . — The increase of jxipulation in a country is found by 
taking into consideration the birth-rate and adding to the 
number of persons born those that have immigrated into the 
country from abroad. On the other band, we have to deduct 
from this total the number of persons who die during a cer- 
tain period (usually a year) and also the persons who emigrate 
from that country. Thus a given population is constantly 
gaining at one end by birth and immigration, and losing at 
the other end by death and emigration. The birth-rate de- 
pends largely upon the frequency ol marriage and its fecun- 
dity. We must count the illegitimate as well as legitimate 
births. The question of the Indian birth- and death-rates is 
considered in our Elements of Indian Economics, 

(ii) Density of population . — The density of population 
{expressed usually m terms of the number per square mile 

^ See our Elements of Indian Economics, c-h, i, for a digcuRsion of the jwpula- 
tion problem in India. The striking decline in the birth-rate in France and 
Great Britain in recent years has given rise to appiehensions of stationary 
or even declining populations. ‘With a sraallei population due to a lower 
birth-rate the proportion of old people ^m 11 increase, and as the national in- 
come may tend to decline, the problems of old-age pensions and National Debt 
may become a serious matter.* (Briggs and Jordan, op. cit., p. 14.) Apart 
from the adverse social and economic consequences of a stationary or declin- 
ing population, countries like France with an extensive land frontier to defend 
against neighbours like Germany, are obviously interested in devising mea- 
sures for ciiecking a decrease in population. Indeed, Germany end Italy 
have gone much fuAher and adopted a vigorous policy for atimulating the 
growth of their populations. 
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of territory) depends on the environment and its ntilkation 
by man^ on climatic conditions, security of life and property, 
standard of comfort, economic resources and the stage of ec<^ 
nomic development* While natural conditions such as ferti- 
lity, temperature, rainfall and altitude have an important bear- 
ing on the density of the population, the human factor has 
come to exercise a decisive influence on the density. The area 
necessary for the support of a given number has steadily de- 
creased with the progress of civilization from the hunting and 
pastoral to the agricultural stage, and thence to the manu- 
facturing stage. Thus a highly industrialized and commer- 
cialized country with intensive agriculture will show the high- 
est density of population, as for example the United Kingdom 
and Belgium, where the density is well above 650 per square 
mile. Moderate development of both gives a medium density 
(about 250} as m India. Further, in an agricultural country 
the density of population will also depend upon the character 
of the cultivation.^ 

One point that deserves emphasis is that mere numbers 
supported per square mile have small significance unless we 
also take into account the standard of comfort of the popula- 
tion in question. Thus, it would be misleading to infer from 
the almost equal density of Bengal and of Belgium and Eng- 
land, that Bengal is economically as well off as these other 
countries. It is well known that the standard of living in 
Bengal is much lower. The high density in Bengal is, there- 
fore, to be regarded rather as an index of its poverty and 
ecxjnomic backwardness. 

§8. Mobility of labour. — The term ‘mobility of labour’ indi- 
cates the ease with which labour can flow from one place or 
occupation to another, while the term ‘immobility of labour’ 
indicates the difficulty of such a movement. Since the labourer 
has to deliver his labour personally ^ it is clear that the mobi- 
lity of labour and the mobility of the labourer are convertible 
terms. 

(i) Geographical mobility of labour from one place to 
another . — As Adam Smith has said, ‘of all sorts of luggage 
man is the most difficult to be transported’. He is by nature 
inclined to remain where he usually resides or where he is 
born. Fondness for home, reluctance to leave old associations, 
patriotism, family considerations, natural inertia, difficulties 


* fie© oiir Indian Economics^ voL 1, 7th ed., ch. iii, §§$-4, aBd Appendix 1*, 
and the same authors’ Elements of Indian Economics, eh. L Also Beli^raan, 
op. cit., pp, 49*52. 
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of igaorance mi reatrictiona oa emigratioa mi 

ianaigratioB, prevent free movement of labour from one place 
to another even when a man is thereby likely to improve his 
prospects. 

(ii) Hofizmtal mohility of labour, — Horkontal mobility 
means mobility as between one occuj>ation or trade and 
another of the same kind. No change or very little change 
in the nature of the task is entailed, the grade of work remain- 
ing the same (e.g. a typist could readily move from a textile 
to a mining office or a good chauffeur could become a pilot, 
and 80 on). This kind of mobility is relatively freer than 
the vertical mobility of labour since the degree of skill and 
the general nature of work are the same. 

(iii) Vertical mobility of labour,— Thk occurs as between 
trades or occupations of different kinds, involving either an 
upward movement of labour from an inferior to a superior 
grade (e.g. a clerk in an office becoming the office manager 
or a railway porter becoming a guard), or from an upper 
grade to a lower grade in the same or a different industry. 
This kind of mobility is more difficult to attain owing to the 
influence of hereditary occupations, high educational expenses, 
personal pride in the craft, lack of ambition and of the neces- 
sary facilities to secure promotion. The vertical immobility 
of labour results in the stratification of society into more or 
less non-competing groups, and affects their rewards.^ 

(iv) Social mobility, — Lastly, closely allied to the verti- 
cal mobility is social mobility from one social grade to another. 
This is impeded by social and wealth barriers and to some 
extent by caste or trade union or professional restrictions on 
the choice of occupation. 

The caste system in India exercises a considerable in- 
fluence on mobility of labour of all kinds, especially the vertical 
and social mobility of labour.^ 

In the modern world the mobility of labour has in recent 
years considerably increased due to the development of auto- 
matic machinery, which has lessened the importance of spe- 
cialized skill, the greater adaptability of the worker following 
the spread of general education, and the development of cheap 
transport, vocational guidance offered by the State, and the 
advice given by Employment Exchanges. In spite of human 
and natural limitations on the mobility of the workers, the 
latter is 'sufficient in most countries to make possible a very 
large measure of adjustment in response to changes in eoono- 


^ See cb. xh. 


* See our Sl^tnent^ of IndiUn MconomicSf ob* i. 
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mio conditions' which provide ‘incentives through the pice- 
meohanism for labour to move between occupations, industries 
and places’. ‘ ^ 


SUMMAEV 

Labour m any human effort undergone for the sake of wealth-production 
and resulting in wealth-production. It may be pliysical or mental or a mix- 
ture of both. It may be of a highly responsible kind or it may be practically 
free from responsibility. Modern industry requires eteady continuous labour 
which is felt to be irksome and which, therefore, would not be forthcoming 
without the inducement of wages. Labour can be viewed subjeedvely or 
objectively. The subjective view^ is that of tlie labourer himself, who thinks 
of the sacrifice and discomfort of working. The objective view is that of 
the employer, w^ho is interested not in the amount of discomfort undergone 
by the labourer but in the quality and quantity of the work done. 

The efficiency of ihe lahoorer depends on his health and strength. This 
in turn depends upon several factors. First of all, it depends upon his stan- 
dard of health. In order that this should be satisfactory, the labourer must 
enjoy an adequate income and must know how to spend it wisely. Another 
important factor in this connexion is ejSicient organization of public health 
and sanitation. 

Education, general as well as technical, is another great factor govern- 
ing efficiency. 

The suiToundnigh at work and at home, a nutritious dietary, rest, and 
recreation, adequate wages and a hopeful atmosphere in which to live and 
work, are other factors which affect efficiency. 

It is sometimes asserted that labour efficiency is a question of race and 
heredity. It is difficult to dogmatize about this. (leuerally, however, differ- 
ences as regards efficiency can be explained sufficiently satisfactorily as being 
due to differences in environment and education. 

So far as the effect of climate on efficiency goes, the highest efficiency is 
developed in regions with a temperate climate and the lowest in regions of 
damp heat. 

Efficient labour has several advantages and there is a true economy of 
high wages when cxmpled with corresponding efficiency. On the other hand 
cheap labour is dear labour. 

Under every given set of conditions there is a certain size of pojmlation 
which is economically the most advantageous, so that a decrease below as 
well as an increase beyond this size will lead to a diminution of income 
per head of the community in question. 

This ideal size of population is called the optimum size, which is not 
rigidly fixed. The relation between size of population and prosperity was 
first stated by Malthus, but m unduly pessimistic terms. According to 
Malthus, population always tends to outgrow' the means of subsistence, but 
the balance is established by the superfluous population being cut off by 
wars, epidemics, etc. (positive checks). It is open to mankind, said Malthus, 
to practise moral restraint (preventive checks) and thus to escape much use- 

* Benham, op. cit., pp. 19B-200, and Briggs and Iordan, op. cit., p. 146. 



PBOD0OTION: liABOUB ' 101 

ie»s misery. He was, however, not very hopeful about manJcmct ia general 
l>eing suHciently enlightened to adopt moral restsraint. Hence the pesaimis- 
tic tone of his writings. 

!rhe Malthusian theory has now been supplemented and improved in several 
directions, e.g. (i) by shifting the emphasis from food to uealth in general; 
(ii) by the conception of optimum population; (iii) by a recognition of the 
possibility of human inventiveness coping with increasing numbers without 
the positive checks coming into action; (jv) by recognizing the importance 
of public health measures and of economic welfare as checks on tlie growth 
of population; and lastly (v) by insistence on birth-controf fneo-Malthusian) 
methods. 

Population policy, so far as it is a matter of economic considerations, 
should be guided by tbe goal of optmmm population. In practice, political 
or military considerations may affect population policy. 

The following formula indicates the factors involved in increase (size) 
of population: [Birth-rate 4 Immigration | mmus [Death-rate 4- Emigra- 
tion] =3 Net increase of population. 

Density of population (i.e. number per square mile) depends on natural con- 
ditions and the manner in which mem have learnt to use them. High density 
combined with a high standard of living are characteristics of western coun- 
tries generally. Industry on the whole supports a highei density of population 
at a given standard of comfort than agriculture. Mere density affords no 
sure indication of the jiosiiion as regards economic well-being. 

By mobility of labour we understand the freedom of its movement from 
(i) one locality to anothei (geographical mobility), (u) one occupation to 
another (o) of a Rimilar kind (horizontal mobility) or (h) of different kinds 
(vertical mobility); and (lii) one social grade to another (social mobility). 

In tho modern world several factors make for increased mobility of labour 
and theie is a large measure of adjustment m response to ehanges in thf 
economic system. 
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PRODUCTION: CAPITAL 

§1. Definition. — Capital has comraonly been defined as 4jill 
wealth, other than land, intended for further or future pro- 
duotion of malth* Even in the earliest stages of hnman 
evolution capital makes its appearance. The crudest hunting 
implement made out of flint or stone is a form of capital. 
Time and energy have been spent by the savage in fashioning 
it instead of being spent in obtaining food. With an eye to 
the future, direct and immediate satisfaction has been sacri- 
ficed, with the result, however, that the savage is now equipped 
with an instrument which will enable him to kill his game 
and obtain his food with much greater ease and in greater 
abundance than before. In modern society the forms of 
capital are very much more varied and complicated, but the 
principle involved is the same. Unless a community devotes 
a considerable proportion of its energy and resources to pro- 
ducing capital or ‘producer’s goods’ or intennediate products, 
instead of devoting itself to the production of immediately 
consumable goods (‘consumer’s goods’), it cannot reach more 
than a very primitive stage of material prosperity. Consumer’s 
goods may be regai'ded as goods of the ‘first order’ satisfying 
wants directly, while capital or producer’s goods are goods of 
the ‘second’ or ‘higher order’ (e.g. a plough and the plant 
for manufacturing it), satisfying wants indirectly. 

§2. Capitalistic production.— Production of wealth with the 
aid of capital has been called ‘the roundabout process’ of 
production. Bohm-Bawerk illustrates the advantages of the 
roundabout process by the following example. A peasant 
requires drinking water. The spring is some distance from 
his house. He may go to the spring each time he is thirsty 
and drink out of his hollowed hand. But this is very incon- 
venient. Besides, he cannot collect and store any great quan- 
tity of water, such as he requires for various other purposes. 
But if he constructs an axe, fells a tree, hollows out pieces 
of wood and lays them end to end and thus constructs a 
channel which will bring water straight to his cottage, all his 
labour will have been more than repaid. 

A very much greater result is thus obtained by the round- 
about or indirect method, and many highly useful commodities 
cannot be produced except by the employment of elaborate 
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romflabont methods* Capitalistic production means produo- 
tioB spr^ over a long period and conducted at various stages 
by maldng a succession of advances to labourers* Even such 
a simple article as a pair of spectacles requires ground and 
polished glass and a rigid framework, and the processes of 
manufacture are highly complicated. 'The reason for adopt- 
ing such a roundabout way of production is a technical one : 
it is to be found in the fact that indirect production can be 
more productive than direct production with the same amount 
of original factors*/ i.e. land and labour. 

§3. Capital and money. — Capital is often confounded with 
money because it is generally advanced in the shape of money. 
If, however, money is used for buying articles for immediate 
consumption by the borrower, it is not capital. It can be 
regarded as capital only if employed for purchasing machinery 
and other instruments of production. Capital as monetary 
or financial capital dominates modern industry and helps the 
entrepreneur to secure real capital, i e, auxiliaries or essentials 
of production, in exchange for it. 

§4. The functions of capital. — ^In the modern economic or- 
ganization, capital jierforms the followmg principal functions : 

(i) Provision of subsistence . — ^The wages iiiat have to 
be paid (e.g. to labour engaged in a factory) ultimately come 
from the value of its product. But a period of waiting must 
expire before the finished commodities can be disposed of. 
In the meanwhile, capital m the form of wages is required 
to supply food, shelter and clothes in order to enable the 
workers to maintain themselves. This advance payment to 
labour is one important function of capital. 

(ii) Provision of appliances or auxiliaries of production. 
— Capital is further required to purchase plant and tools, 
factory buildings, workshops, etc. 

(lii) Provision of materials. — Lastly, capital is also 
required for buying the raw materials of industry and stores 
of all kinds from which to manufacture finished commodities. 
§5. Capital depends upon use and intention.— If mone} or 
gold or silver is simply hoarded or buried underground, value 
is no doubt stored, but we cannot call it capital unless it 
actively participates in producing wealth. Wealth becomes 
capital only when used for further production of wealth. For 
example, grain used as seed is capital. But if it is oonsumed 
as food, it is not capital. Again, a thing used in an identical 
manner may ox may not be capital according to inteniion. 


* op. cit., p. 180 , 
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^Thms gram if it k consumed by tiie landowner, is not capital* 
If, however, he uses it to feed his labourers as part of their 
wages, it is capital* 

§6* Glottal and land. — Land has generally been distinguished 
from capital as a separate factor of production. The distinc- 
tion is, however, made to rest on insufficient grounds. In 
the first place, it is stated that land is a gift of nature while 
capital is a product of labour (‘produced means of production’, 
as it has been called). This contention is not satisfactory, 
for land in many cases (e.g. reclaimed or irrigated land or 
garden plots near towns) is as much a product of human 
labour as any valuable concrete product. 

Secondly, it is contended that land is indestructible while 
capital is perishable. This again is not a valid distinction. 
The qualities of land are not indestructible, and even the best 
land may deteriorate and become useless after a few genera- 
tions of exploitation unless care is taken to replenish its 
chemical ingredients from time to time. Even location, which 
gives value to land, is not indestructible as an economic factor. 
‘The land may remain, but the value may change because of 
an alteration in its contiguity to a market’/ e.g. in deserted 
mining towns. 

Finally, it is argued that land is fixed in quantity and 
man has no control over its supply, while he can control the 
supply of capital and increase it it liec^essary. Closer analy- 
sis, however, shows that this is a difference in degree and 
not in kind. Tn the economic sense land is being continually 
made by reclamation, by improvements, and by developments 
of transport. It is true that over a long period the elasticity 
of the supply of capital may be greater than the elasticity of 
the supply of economic land, but that is a difference of degree 
only.’" 

Land cannot be rfiarply dilfeientiated from capital and it 
k by no means easy to say whether a particular utility is 
land or capital. Indeed, ‘we can give to the w^ord capital 
a meaning wide enough to include land also. Here, as practi- 
cally in all economic definitions, w^e are concerned whth a 
more or less conscious extension of a concept whose meaning 
was originally more restricted.’^ Apart, liowever, from the 
traditional view referred to above, economic analysis in its 
^jimpler form and the }>eculiar so(*ia] t^onsctpiences of the Law 

^ Migiuan, op. ciL, p, 905 
^ Bnggfi ami Joidaii, op. cit., pp. 106-7 and 156. 

* Wickaeil, op, cit., p. 185. 
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of Dimmishing Beturns when applied to land make it desir- 
able to place land in a separate category. Beconrse to other 
lands means recourse to progressively inferior lands in point 
of location or fertility, while additional supply of capital may 
mean increased supply of equally good capital, such as a 
machine or a factory. This peculiarity affects the cost of 
production, and therefore economic progress may have differ- 
ent effects on land as compared with the great mass of manu- 
factured goods, the prices of which may be lowered in con- 
sequence of invention and civilization, as compared to land 
rent and values.^ 

§7. Three aspects of capital. — Capital has three characteris- 
tics : (i) revenue-yielding capacity, (ii) productiveness, and 
(iii) prospectiveness. 

A shareholder in an industrial undertaking looks upon his 
investment as something tliat will bring him income. If he 
reflects upon the matter lie will realize that the income he 
is exjiecting is due to the productivity of capital. But pro- 
ductiveness is an attribute which capital shares with other 
factors of production. On the other hand, prospectiveness 
may bo regarded as a (juality ixjculiarly belonging to capital. 
By ‘prospeciiveiiess’ we mean post{X)nement of immediate 
consumption for consumption in the future, the sacrifice of 
present to future utility which is involved in the creation of 
('apital. 

§8. Principal classifications or forms of capital. — Various 
attempts have been made to classify the manifold forms of 
capital. The following are some of <hc more important : 

(i) Acocyrding to the nature of ownemhij ). — {a) Private 
or individual capital includes everything wliich is in the ex- 
clusive or partial ownership of the individual and wliich yields 
income to him. It tlms includes his money devoted to busi- 
ness, or deposited with a bank, sluu'cs and bonds held by him, 
bis goods which are used instrumentally, his stock-in-trade 
intended for letting out or selling to others, and the goodwill 
of his business. (6') Naitomil capital is the aggregate of the 
capital owned by the individual citizens and of the collective 
capital owned by the community or by a Government (e.g. 
national railways and telegraphs). 

(ii) According to the degree of durability: Fixed and 
circulating capital. — (a) Capital which can be used only once 
and exhausts itself in one single use in tlie act of production 
is circulating capital (e.g. raw materials like coal, cotton, 

* SoUgman, op. cit., pp. 306'7, also cb, xiii. 
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iSeed, manure), ib) Fixed cafdtal is that whkh serves for 
semml similar productive acts (e.g. a factory, machinery, the 
railway system). 

Fixed capital being comparatively more durable than cir- 
culating capital, it follows that the return on circulating capital 
is immediate, while that on fixed capital is distant. The 
former must be replaced immediately, the latter at the end 
of a certain period. Fixed capital is of great advantage in 
production, and its growth in modern times is the most im- 
portant cause of the remarkable advance in material welfare 
which civilized countries have achieved. 

(iii) According to the scope for alternative uses: Sunk 
capital and floating capital, — (a) Sunk or specific capital is 
specialized and cannot be easily adapted to an alternative us© 
(e.g, a tunnel or a pit shaft), (b) Floating or nonspecific or 
free capital displays a greater degree of elasticity of use and 
can serve different purposes (e.g. money, coal, fuel). 

(iv) Remuneratory and auxiliary capital, — (a) Remunera- 
tory capital may be regarded as wage capital being devoted 
4}o the advance of wages or salaries, (b) Auxiliary capital 
includes various kinds of aids to labour in production such 
as plant and materials. 

(v) Production io'r Trade) and Consumption capital , — 
Production capital consists of aids to production, such as 
machinery and materials, while consumption capital consists 
of things like food and clothing, which are consumed by the 
workers for the direct satisfaction of their wants while they 
are engaged in production.^ 

§9. Oreation of capital. — Capital is not an original factor of 
production. It is the joint product of labour and nature. 
The primitive flint axe of the savage man as well the tractor 
of the modern farmer are both the result of labour applied 
to materials supplied by nature. The existence and the us© 
of capital implies an earlier surplus of production over con- 
sumption made possible by postponement of present enjoy- 
ment and the desire to provide for the future. The ffint 
axe was made during his leisure hours by pre-historic man, 
who almost by instinct chose to spend time and energy in 
providing for the future by fashioning crude implements, 
instead of wasting his time in idleness. The first step was 
the hardest, but with the growth of intelligence and foresight, 
and with the increasing command of efficient tools, further 


* On the question of the inclusion of necessities of life for lebourers within 
productive capital the reader may consult Wicksell, op. cit., p. 187. 
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aewmiilitioii of capital was rendered easier, and as d?ilkatian 
jprogtessed the stock of capital goods increased enomaonsW, 
making consumption also much richer and more Taried In 
the long run* 

In modern society few j>er8ons provide for their future 
needs directly in the form of the actual goods they are likely 
to want. What they usually do is to save a part of their 
income and keep it with banks or, less often, lend directly 
to those who can make use of it for productive purposes. 
True saving is to be distinguished from hoarding whi<*h 
merely involves refraining from expenditure without helping 
further production.^ Now most saving is the result of fore- 
sight, forbearance and avoidance of waste, but it does not 
necessarily involve abstinence or sacrifice on the part of the 
saver. The term ‘waiting’ is preferable to the term 'saving’. 
The rich can hardly be said to abstain in the sense of suffer- 
ing privation. Indeed, some of them cannot help saving, 
unless they deliberately waste their substance : such savings 
may be called automatic savings. Effort and sacrifice are 
involved m the case of the savings accumulated by the middle 
classes, and much more so in the case of the working and 
poor classes. However, whether capital is accumulated by 
the rich or the poor, in both cases there is a postpmement 
of enjoyment. Capital is thus the result of ‘waiting’. It 
is sometimes also described as being the result of abstinence. 
As explained above, however, the word abstinence suggests 
privation or suffering, and since this suggestion is not justi- 
fiable in all cases, it is better to use the more neutral term 
‘waiting’. 

Saving, however, does not directly result in the creation 
of capital. In our modern society based on a money economy * 
savings are conveniently held in the form of money and, 
in countries like England and the U.S.A, where the bank- 
ing system is well developed, they ultimately find their way 
into the banks and are by them lent to the business com- 
munity for making advances to labourers at various stages 
of production and for purchasing plant, tools and all kinds 
of materials, or for the repairs and renewals of capital. In 
modern economic organization there is thus a division of 
labour between those who save or set aside money means and 
those who produce the capital goods or replace them with 
these money means secured through banks. It is obvious, 
however, that not al! savings and investments result in the 


* See cfa. iv. 
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foriBBtioii of capital. LoaAs to speodthrifts or to Oovern- 
ments for unproduetiDe purposes like war, result merely in 
increased and wasteful Bf>ending. They cannot be said to help 
in the making of ‘capital’. But fortunately the bulk of the 
savings in modern society are productively utilized. 

§10. Faetors influencing the growth of capltaL--The factors 
which influence the growth of capital may be considered 
broadly under two heads : (a) power to save, and (h) the will 
to save. 

(а) The power or capacity to save depends on the extent 
of the margin between income and expenditure. The margin 
is high in the case of economically advanced countries like 
England and the TJ.S.A,, but low in the case of economically 
backward and undeveloped countries like India, where the 
per capita inedme is very small. The extent of the ]nargin 
for saving depends luxin the natural resources of a country 
and the use made of them by its people. 

(б) Of equal importance is the willingness to save, which 
is essentially a psychological phenomenon. This depends large- 
ly upon the influence of custom, and habits of self-control and 
of vividly realizing the future. As Marshall points out, these 
qualities are of slow growth, defiending much upon the pro^ 
gress of knowledge and intelligence among the people. The 
strength of family affection is often the chief motive for saving, 
though sometimes business ambition also stimulates the saving 
habit. ^ 

In order that the desire to save should obtain free play 
certain obvious conditions must be fulfilled : 

(i) In the first place, it is necessary that there should 
be security of life and jrroperty gnaranieed by a strong, stable 
and just Government. With chronic disorder, or unjust or 
heavy taxation on capital, jicople would either spend extrava- 
gantly or would simply hoard their wealth. This is what 
happened in India during many centuries of misrule and dis* 
order and it encouraged the hoarding habit among the people. 
Conditions today are vastly better in respect of security to life 
and property and to that extent the obstacle to saving has 
been removed. Moderate taxation is also an essential condi- 
tion of saving, 

(ii) It is also necessary that there should be adequate 
f acuities for saving and for investment in the shape of Savings 
Banks and Investment Trusts, Joint-Stock Banks, Insurance 
Companies, Co-operative Societies and Provident Funds. One 

^ Marshall, Prmotples of Economes, pp. 224-9. 
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^of tbe impediments in the way of saving in India is the lack 
of adequate investment facilities* 

(iii) Last but not least is the influence of the rule of 
interest In the absence of this inducement to save, the 
volume of savings is bound to shrink. There are always a 
few persons who are keen on securing a fixed income in 
the future for themselves or their families and who, contrary 
to the normal rule, would save less with a higher rate of 
interest and more with a lower rate of interest. But ordinar- 
ily, as Marshall points out, a rise in the rate of interest tends 
to increase the volume of savings and of capital, and a fall 
to decrease its amount/ 

§11. Mobility of capital. — By mobility of capital is meant 
the freedom or readiness with which capital moves from one 
industry to another, or from one place to another, or from 
one country to another. Much of the fixed capital that is 
specific or sunk in a particular industry cannot be shifted 
easily from that industry to some other. While the prospect 
of higher remuneration in one particular trade than in other 
trades draws capital into it, it is not easy to withdraw the 
capital invested in any trade even if the returns are not ade- 
quate. A manufacturer, rather than throw his machinery 
and plant on the scrapbeap at once, would go on producing 
even at a low rate of profit. But new capital will not flow 
into such trades, nor will the old capital be replaced as it is 
rendered useless by wear and tear. Sometimes capital sunk 
in a particular enterprise (c.g. a tunnel, a pit shaft or a canal) 
is not useful for any other purpose and cannot be withdrawn 
for some other employment. Some kinds of machinery and 
factory buildings can however be put to alternative uses, and 
here capital has greater mobility. For instance, during the 
last war many factories were converted into munition-pro- 
ducing establishments and the same conversion is taking place 
on a much larger scale during the present war, e.g. automobile 
factories and railway workshops are being converted into muni- 
tion-works. 'The “purpose” for which a building or plant 

^ Pmiciples of Economics f p. 234. As WKjksell pomU out (op. cit., pp. 208-9), 
‘the rate of interest lias a twofold influence; a high rate increases the yield 
of present saving and consequently its future marginal utility, i.e. the future 
utility of the last unit of capital now saved ; but on the other hand at a given 
rate of saving, it makes provision for the future more ample and thus reduces 
the marginal utility of future goods for that individual. latter tendency 
mt^y even outweigh the former, so that, for certain individuals, a low rather 
than a high rata of interest may act as a spur to the accumulation of 
savings. ’ 
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wibs desigmed is often wide enough to permit consideiBbte 
variation in the goods and services produced. Thus a build''- 
iug designed as a factory or a shop or an ofiGice will often serve 
equally well for any one of several kinds of factory or shop or 
office. Many engineering firms are capable of producing a 
wide range of products and can readily produce more of one 
kind and less of another/^ Then again, railway wagons or 
motor trucks can be used for the transport of almost any kind 
of goods. The mobility of capital is thus greater than appeara 
on a superficial consideration of the matter. Money is float- 
ing capital par excellence, and is free to flow into agriculture 
or industry, a cotton mill or steel manufacture. 

Geographical mobility of capiisl , — In general, capital can 
move more readily from place to place and country to country 
than labour can, since it is impersonal, and has no special 
attachment to any particular place. If it can earn a better 
return in one place than in another it will be moved from 
the second to the first. But even so, the movement is not 
altogether free, especially as between one country and another. 
Although it is a fact that capital has become more cosmo- 
politan in our times, it still has to reckon with several impedi- 
ments, such as lack of international or political security, liabi- 
lity to heavier taxation abroad, the general preference for 
home investment, and State control over investment. Again, 
so far as short-term investments of a floating character are 
concerned, capital moves more readily from one monetary 
centre like London to another like New York m response to 
changes in the rates of interest or discount. We shall see 
later on that the theory of international trade (comparative 
costs theory) is based upon the assumption of the relatively 
greater immobility of labour and capital as between one coun- 
tiy and another than within one single country.^ In India, 
capital does not move sufficiently readily from one place to 
another within the country itself. It is also not mobile as 
between different employments of it. Investments in laud, 
houses and money-lending are favoured, and the iucliuatiou 
to invest in industrial enterprise is relatively weak, Indian 
investments abroad are practically negligible. Indigenous 
capital is not even able to meet all the country's requirements, 
so that a considerable amount of foreign capital has come to 
be invested in Indian industries. A gradual improvement is, 
however, goiijg on. This is shown by the growing invest- 
ments of Indian capital in the country's industries and by 


^ Benharo, op. cit., p. SOS. 


' See cb xii. 
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#ie almost complete repatriation of India's sterling debt with 
the help of the large sterling balances acquired by India in 
payment of the extensive purchases of war materials made 
in India by Great Britain and the allied nations during the 
present war. In fact certain optimistic observers like the 
late Sir Basil Blackett have expressed their conviction that 
the time when Indian capital will overflow the national boun- 
daries and seek investment abroad is not very distant. 

SUMMABI 

Capital includes all wealth — other than land— intended for further pro* 
duction of wealth. Production with the aid of capital has been called the 
‘roundabout process’ of production. Wealth-production would be negligible 
and primitive without the help of capital or producer’s goods- Capital ehould 
not be confounded with money. Money is capital only when turned into 
(i) instniments of production, (ii) wages, or (lii) raw materials — the supply 
of which constitutes the threefold function of capital. 

The same thing may be capital or not according to use or intention. 

Land is usually distinguished from capital on the ground that it is a gift 
of nature, indestructible and fixed in supply. These grounds are not adequate 
and the diHerence between land and capital is found to be one in degree 
and not in kind. Nevertheless it is useful to place land in a separate category, 
(capital has three characteristics: (i) Kevenue-yielding capacity, (ii) Produc- 
tiveness, and (lii) Prospectiveness (reference to the future). 

Capital can he classified in difierent ways, e.g. (j) according to the nature 
of ownership; (ii) accordmg to the degree of durability; (iii) according to 
the scope for alternative uses, etc. 

Capital iR the joint product of labour and natuie, and is the result of 
saving (i.e, waiting, or postponement of consumption). Savings are made 
available through the banking system to business men for the manufacture 
of capital goods. 

The following factors influence its growth: (i) margin between income and 
expenditure; (ii) habit of saving and family affection; (iii) security of life 
and property; (iv) moderate taxation; (v) banking and investment facilities; 
and (vi) rate of interest. 

Mobility of capital (like mobility of labour) is its freedom of movement 
from (i) one trade or industry to another and (ii) one locality to another. 
In both these respects capital is comparatively immobile in India, although 
capital in general has greater mobility than a superficial view suggests. 
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PRODUCTION : ORGANIZATION OF INDUSTRY 

§1. The entpepreneur and his functlons.—We have already 
mentioned organization or business management as the fourth 
factor of production. Although organization, or the task of 
directing an enterprise, is only a kind of labour, it is such 
an important and peculiar kind of labour that it must be 
treated separately. Even under simpler forms of economic 
activity (such as the small-scale farming of his own land by a 
peasant proprietor, or weaving by an autonomous artisan) 
some management, judgement and ability are necessary for 
success. The need for such business ability and direction is 
particularly urgent when the various factors of production are 
owned by different persons and come from different places. 

Even today we find a few cases of self-sufficient families 
and small autonomous artisans and farmers supplying all the 
factors of production themselves, managing their own busi- 
ness and undertaking all risks in connexion with it. But 
generally in the modern business world, the task of organiza- 
tion, or directing production so as to secure the greatest pos- 
sible return, is so complicated that the services of a specialized 
class of people-^jalled by various names such as entrepren- 
eurs, undertakers, or organizers — ^have come to be essential. 
The entrepreneurs adventure or undertake the risks of the 
business. They bring together capital and labour, arrange or 
engineer the general plan of the business, and superintend 
its minor details. Looking at business from one point of view 
we may regard them as a highly skilled industrial grade; 
from another, as middlemen intervening between the manual 
worker and the consumer.^ 

The functions performed by the entrepreneur fall into two 
classes : 

(i) Intermlly, (a) he undertakes the projecting, engineer- 
ing and planning of an industrial enterprise. This includes 
the choice of a suitable site having regard to the advantages 
of localization of industry,^ the raising of capital on reasonable 
termvS, the decision as to the nature of the commodity to be 
produced and the erection of factory buildings or workshops, 
etc, (b) He employs on the most profitable terms the various 

^ Marsha)!, Elements of Economics of Industry^ pp. 162-3. * Sae §16. 



of pro^ootioo, ohoOBing such quautitia^ of them m are 
lilrtl|r to moat effective <ob flie principle of suhstitetba). 
<c) fee mtorotiimes a suitable plan of division of labour msd 
adopts scientific management in order to ensuie full utiliaatiou 
of men and machines, and to eliminate waste.’ 

(ii) E^Utmlly, the entrepreneur has to purchase all 
Jdnds of mat^ials and supplies. He has to run the risk <i 
market fluctuations. He must closely study them and regu- 
late his policy in the light of his study. He must watch any 
^bbanges in the tastes and fashions of consumers and arrange 
for the sale of his product on the most advantageous terms 
possible. 

§2. Essential qualities* — In order to discharge all these func- 
tions properly, the entrepreneur must possess foresight, judge- 
ment, business shrewdness, ability to select the proper men 
and to inspire confidence among his deputies. He has been 
aptly called the ‘captain of induRti 7 ’, and like a general in 
command of an army he must keep one eye on internal dis- 
cipline and efficiency, and another on external strategy. In 
these days, the fortunes of different businesses are so closely 
bound up with one another that the ruin of one often reacts 
disastrously on a large number of others, causing widespread* 
unemployment, distress and dislocation. In these circumstan- 
ces, the unfailing supply of the right type of business ability 
IS a matter of the liigliest importance to society. Consi- 
derable risk is inseparable from modern business enteria'ises 
because production takes place long in anticipation of demand* 
And one’s most careful calculations may be upset because of 
a sudden change in demand; or a new invention may render 
obsolete the old plant which may have been laid down at 
great expense; or again the machmery may break down, or 
the essential supplies of raw materials be cut off by war, or 
the credit machinery may be disorganized. Under such condi- 
tions men of pluck and insight are required as entrepren^^urs 
§3. Forms of entrepreneurial organization,— The following 
are the possible different forms of business enterprises or 
entrepreneurial organization assumed by firms® engaged in an 

^ eatnsproneur bas to take decisions regarding the following questions: 
(i) What industry shall he enter? (u) What commodities shall he prodnOe? 
(lii) What shall be the size of his plant or plants? (iv) What shall be the aize 
of his fim m the size of his output? (v) What methods of production shall 
he adopt? In other wds, m what proportion shall he oombme the various 
types of labour or qther factors? (vi) Where shall hie plant or plants be 
lQcate4? (For further particulars, see Benham, pp, cit., pp. 

* ‘The bm is a colleotion of factors— tod. buildings, plant and eqnipmeid. 
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ot "basiiieais : (i) Sole Tta4er or Pro<ittoe^r» ^(ii) Pwt- 
lieiBbip, (iii) Corporation or Joint-Stock company# (w) Twtt 
(?) Government or State enterprises, (vi) Oo-opetati?e prodne- 
lion, and (vii) Profit-sharing. 

We shall describe these briefly. 

§4. Sole trader or prodnoer. — EBusiness enterprise originally 
began as the enterprise of individuals, and although tins is 
now steadily giving way to associated enterprises as in joint- 
stock companies, even today some businesses are conducted 
as personal businesses by sole producers. The producers 
may contribute their own land, labour or capital, or borrow 
some of the capital and employ a certain amount of hired 
labour, but they take the whole risk themselves and of course 
take all the profits. Instances of such ‘one man conoerns*^ 
are the peasant proprietor or ryot, independent artisans like 
weavers and tailors, and retail traders. Greater personal in- 
terest in the business and better attention to the needs of the 
consumers are the principal advantages of this type of business 
over others. Its scope, however, is necessarily limited. It 
is most successful where the market is local, the demand 
regular and competition not excessive/ 

*|5. Partnership* — This is an association of a limited number 
of persons who carry on business jointly for profit. It is the 
oldest and the simplest plan for renovating the energies of 
a business by taking into partnership some of its ablest em- 
ployees and thus joining interest with responsibility. Two 
or more persons may combine their resources for carrying 
out a large and difficult enterprise, so as to increase the effi- 
ciency of the unit. Sometimes there is a division of labour 
between the ‘active partners*, who actually direct the busi- 
ness, and ‘sleeping partners* who onH supply capital. Or 
some of the partners may attend to the internal and others 
to the external affairs of the firm. Such partnerships are 
found among traders, solicitors and small manufacturers. The 
partnership is a virile and elastic form of business, and has 
played a very important part in business organkation in the 
past.^ In India, many businesses are still carried on as partner- 
ships, the partners often being members of the same family, 

workeifl, niateiiais, atid so ou—controlled by an “enfcropreneur”/— .Benbato, 
op. cit., p. 164. 

^ S. E. Tbomas, Commerce, tts Thwy ^ind Practice, p. 50, 

* *Tbi» form of entrepreneurial organization i$ wen.*0uited to the business of 
solicitors, accountants, estate agents, doctors, and tbe like, and is very pro- 
minent in these professions.’ Benbam, op. eit., p 169. 
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'prltierehip as a fona of otgaai*ation, however, tstiflffirs 
fWaiB the foUowir^ drawbacks ; 

(i) The personal trast is limited to a f6W. (ii) The 
snpidy of capital and ability available under a partnership is 
often inadequate, (iii) The unlimited liability of every partnor 
for all d^ts of the firm hampers enterprise, (iv) There is 
absence of continuity, caused by the death, bankruptcy or 
retirement of partners, (v) Disharmony among partners is 
a frequent cause of trouble. 

§6. Joint^took company. — ^This is the typical form of busi- 
ness enterprise today and is tending to push out the other 
forms, thanks to the rapid expansion of large-scale undertak- 
ings of all sorts, in manufacture, mining, transport, banking, 
trading and even in farming of the type ushered in by the 
Industrial Revolution. Its progress was facilitated in England 
by the recognition of the principle of limited liability about 
the middle of the nineteenth century. The joint-stock com- 
pany is an association of shareholders who subscribe to its 
capital, which is divided up into fractions, usually of small 
value, called shares. The shares which are transferable carry 
with them limited liability — ^usually limited to the face value 
of the share — the right to a dividend or a share in the profits 
when sanctioned by the directors, and a voice in the manage- 
ment in proportion to the shares held. Besides such ordinary 
shares, the corporation may issue (i) preference shares, carry- 
ing a certain fixed dividend from profits, if any, to be paid 
before any dividend is paid on the ordinary shares, and (li) 
founders' or deferred shares, entitled to receive a certain pro- 
portion, usually a large one, of the profits, only, however, when 
these reach a certain minimum and also only after payment 
of a fixed rate of interest on debentures or bonds and the 
dividend on ordinary and preference shares. The bonds are 
pledged against the properties of the company and bear a fixed 
rate of interest. The bondholders are thus the creditors of 
the company and their claims constitute the first charge on 
the profits and assets of the company. The joint-stock com- 
panj^ by these various market devices tries to attract capital 
fronl* a large number of persons having different degrees of 
investment preferences relating to income, safety, etc. In 
this connexion, the terms ‘Nominal or Authori^sed Capital*, 
‘Snbscribed Capital’ and ‘Paid-up Capital’ may be explained. 
The authorized capital of a joint-stock company is the total 
nominal value 0 / the shares authorized by the Memorandum 
of Association (which is a statement of the company *s pow^ 
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objeot^). The sttksmbed or issued mpitai in the 
Value of shares actually issued to or subncriW by shikre^' 
holders, Th^ paid-up capiM is the total aiuouut called tip 
frcto the shareholders and paid into the coffers of the coin- 
pany. The shareholders in a jomt-stoek company are moetly 
sleeping partners, the active management being entrusted to 
a Board of Directors elected at annual meetings of sharC'^ 
holders, and to salaried managers. The joint-stock company 
or eorixiration is a fictitious person in the eye oi the law, but 
unlike an individual person it enjoys the advantage of un- 
broken existence and may live for an indefinite length of time. 
It 28 entitled to certain privileges; for instance, it can own 
liroperty and enter into coutiacts. It can also sue and be sued. 

The adnantages of joinUstock enterprms. — (i) The prin- 
cipal advantage is that large-scale operations or enterprises, 
which formerly could be undertaken only by the State, are 
now possible to individuals who can combine their resources 
to build, say, a railway, or start a cotton mill or iron works. 
The joint-stack company is thus enabled to command all the 
advantages of large-scali^ production, such as the employment 
of highly-paid exjierts, the introduction of up-to-date machin- 
ery, and siiecialization. (ii) The division of a large total 
capital into a number of small shares carrying limited liabi- 
lity, facilitates the utilization foi investment ot small savings, 
(lii) The facility of transferring one's shares by sale spreads 
the risks widely and allows control to pass into the hands of 
the most comjietent and those wdio have faith in the enter- 
prise. (iv) The corporation enjoys stability owing to its 
continuous existence, and can pl^n far ahead and for distant 
laturns. (v) A well-conducted and resourceful corporation can 
offer stable employment and unusually satisfactory conditions 
of work to its employees, (vi) The management is efficient, 
being centralized in the hands of a small Board of Directors, 
w^ho are generally persons well versed in the intricacies of 
modern business. 

The dt 8 advantog(<s of jomt-Hiock enierpnses, — Neverthe- 
less the (wporate form of industry is liable to be greatly 
abased and is exposed to serious dangers, (i) In the flitst 
place, the corporation is an inlerioi kind of association as com- 
pared to tlie partneishjp, since it is an impersonal associa- 
tion of a large and scattered body of shareholders unknown 
to each other. Adverse critics have said that it is merely ah 
association of 'money bags* and that it leads to the evils of 
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mpi^^^kka, es^Mtaium <i workers aiid otiber dbuM. 
Ilbii nBukatma <d tbe b^ness (i.^. &e sliarehold^fi) afe too 
vmoeiom «nl cannot possibly t^e an active" haaad in tlie 
tmaness because most of them have some other oocnpation of 
their own on which they dqwnd for their livelihood, (ii) The 
transferability of shares opens oat dangerous possibilities of 
ill-advised speculation or gambling in shares on the stock ex- 
change by ignorant laymen or unscxupulons Hpeealators. (iiil 
The promoters, directors and managers cannot be effectively 
controlled by shareholders, and being in possession of inside 
knowledge often play the game with ‘loaded dice’, defrauding 
ktnocent investors, (iv) Other dangers are over-captalization, 
the rise of monopolistic combinations, and jxilitical corruption 
— especially in a democracy. 

On the whole, however, the advantages of the joint-stock 
form of organization outweigh the disadvantages. We cannot, 
therefore, dispense with it under present conditions. Oreater 
publicity, proper auditing of accounts, suitable measures for 
increasing the responsibility of promoters and directors would 
minimize its disadvantages. 

§7. Trasts. — A further stage in the corporate form of indus- 
try is reached when a number of joint-stock companies unite 
together to form combinations known as ‘Trusts’ in America 
and ‘Kartells’ in Germany. We shall Heal with the whole 
Trust problem later in the chapter. ‘ 

§8. State enterprises. — Under the influence of socialistic ideas 
regarding the functions of the State, the active participa- 
tion of the State in the management of industry has been 
steadily increasing. Thus we have State railways. State 
forests. State roads and State canals in India. In western 
countries, what is known as Municipal Trading or Municipal 
Socialism, is steadily on the increase. Municipal coiporations 
own and manage theatres, waterworks, street tramways, elec- 
tric supply, etc. How to ensure adequate control on the part 
of the taxpayer, how to secure a proper choice of officers, how 
to avoid serious inroads on the free initiative of the individual, 
which is the mainspring of progress — these are some of the 
problems to be tackled in this connexion. “ In Eussia, all 
enterprises, including farming, are now collective enterprises 
managed by the State. 

§9. G^peratiire Of^aoiKatloiift. — ^In order to overcome the 
drawbacks of the capitalistic types of business organization 
(such as waste,, exploitation of workers, absence of any voice 


' S§27.9. 


* cfe- xvit. 
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im tbf nsanagemetit to workers, and denial of my liiare 
in the profits to them) m the one hand and of State eotot- 
prases on the other, some social reformers have proposed the 
adoption of the co-operative t 3 rpe of organisation* It is claim* 
ed that co-operation avoids the drawbacks of both capital* 
ism (e.g* excessive individualism and self-interest) and of 
socialism {e*g. too great a suppression of the individual, and 
excessive interference on the part of the State). It keeps 
alive the stimulus of self-interest, but reconciles it with the 
common interest. Under co-operation, competition between 
worker and woiker is eliminated, the workers being the share- 
holders, undertaking the risks of the business and sharing the 
profits. They possess the power of voting at general meet- 
ings and take their part in laying down broad lines of policy 
and choosing officers to carry it out. They are thus the em- 
ployers and masters of their own managers and foremen, and 
render unnecessary some of the minor work of superinten- 
dence that is required in joint-stock capitalistic establishments. 
*Each for all, and all for each’ is their molto. Each mem- 
ber is expected to give to the society the best that lies in 
him. While the principle of co-operation has been success- 
fully applied to consumers’ stores and credit societies, it has 
not so far made much progress in the production of wealth 
on a large scale, which is today mostly organized on capital- 
istic lines. The co-op#^rative association for production labours 
under several handicaps. There is a dearth of business ability 
among the workers themselves. The employers are not always 
tlie best possible masters of their own foremen and managers; 
the majority of members being manual workers are unwilling 
to pay large salaries to those who work with their brains; 
nor are they always able to find all the capital that is essential 
for large-scale industry.^ 

§10, Pl*Ofit-sharin^* — This is a modification of the capitalistic 
tyi>e of enterprise and is intended to enlist greater willing- 
ness, zeal and efficiency on the part of workers, to avoid 
friction, and to attract workers of more than average abi- 
lity and industry. Under a profit-sharing scheme, a private 
capitalistic firm or company, while retaining in its own hands 
full control of the business, agrees to pay its workmen, in 
addition to their wages, a share in the net profits as well, 
when these reach a certain minimum. But unfortunately in 
their actual operation, profit-sharing schemes have failed of 

* The vanons of oo-operafcwe aclivifcjeB m India are discussed in our 
^lendftents of Jndmn Economm 
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theur porpose and do not seom 1» «'?dke madli enttesiasn^^ 
on the part of the m|»talist employers or of <lie wcrkdrs. 
The omployerB on the whole dislike the idea of sharing profits 
with their workers, and the workers are inclined to look upon 
the share allotted to them as a sop thrown to them while they 
are still denied any real voice in the management. 

This review of the principal forms of business organization 
reveals the great variety of types that have been evolved to 
suit conditions of different times and different trades. It is, 
of course, wrong to infer that any one type has been wholly 
replaced by any other. As a matter of fact, today all these 
types are simultaneously in operation. Though the joint-stock 
type is the leading form of organization, the sole producer or 
trader still thrives not only in the less advanced countries like 
India and China, but even in the more advanced countries of 
the west. He continues to hold his own in such businesses 
as tailoring, retail shopkeeping, farming, printing, plumbing, 
etc. State undertakings and co-operative enterprises are also 
widening their spheres of activity. 

§11. Forbs of division of labonr. — (i) Division of employ- 
ments . — ^In a rudimentary stage of economic development the 
wants of men are few and simple, and each man is sufficient 
unto himself and satisfies practically all his needs by his own 
personal labour. But very soon specialized occupations begin 
to appear. Each man, instead of being his own blacksmith, 
carpenter, barber, tailor, doctor and so on, devotes himself 
entirely to one or other of the different occupations. He offers 
his own services in exchange for the sei-vices of others pur- 
suing other occupations, and this is a far more satisfactory 
arrangement than everybody doing everything for himself. 

(ii) Division of processes within an employment . — A fur- 
ther stage is for each employment to be split up into a num- 
ber of processes. In his famous description of the industry 
of pin-making, Adam Smith describes how ‘one man draws 
out the wire, another straightens it, a third cuts it, a fourth, 
points it, a fifth grinds it at the top for receiving the head'. 
He notes how ‘the important business of making a pin is in 
this manner divided into about eighteen distinct operations, 
which in some manufactures are all performed by distinct 
hands’. The result of such specialization (which has advanced 
very much further than in Adam Smith’s days) is that the 
same number workmen can, in a given time, turn out a 
vastly increased quantity of the product. 
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im mmt*m ^ ^ labimr^~m imj Urn wte 

tliat the gt^eatest advantage from division of laJxw i» greatw* 
plenty and cheapness of the goods produced. 

(i) Labour becomes mote effective, because (a) the time 
of the wortoian is not lost in passing from one job to anotMr l 
(b) work can be assigned according to ability , the more skilful 
workmen doing the more difficult parts of the work, and the 
less skilful doing the less difficult. Superior ability is 
wasted by being partly employed on work of an inferior 
character ^incidentally the inferior men need not be refu$ed 
employment, for they can be askefd to attend to the easier 
processes) ; (c) the loss due to mishandling of expensive machin- 
ery is minimized by choosing the more careful and competent 
workmen for operating such maclunery; (d) such skill as each 
workman possesses is further enhanced because of his con- 
centration on om type of work instead of diffused attention 
being given to a number of perhaps widely different processes. 

(ii) Apart from the improvement in the efficiency of tlie 
workmen, industry gains in efficiency in other ways, (a) Costs 
are reduced because a smaller equipment of tools and implem- 
ents is required. It is not necessary to provide each w^ork- 
man with a complete set of tools but only those appropriatt* 
to his particular sj^ecialized task. This is a consideration of 
great importance m the present industrial system based on the 
elaboration and expensiveness of the instruments used. Simi- 
larly there is economy as regards space, light, etc.’ (b) But 
far more important is the consideration that division of labour 
promotes invention. There may be persons whose special 
business it is to watch the various operations in an industry 
and suggest improvements. Them ranks are increased by 
the addition of the workmen themselves engaged on these 
operations. Continuously going through the same set of move- 
ments required for some simplified task, they have much 
greater opportunities for detailed observation and for think- 
ing out better ways of doing the work. Employers often offer 
special bonuses for useful suggestions made by their wwk- 
men. (e) Invention is also promoted in another sense. When 
a complicated ojieration is divided and subdivided, each of 
these subdivisions tends to become automatic and mechanical 
and this is exactly the sort of thing a machine can do just 
as well and indeed better than any human being, (d} From 
the standpoint of the workmen themselves it may be noted 

* On this question ffie teader may consult I). H. Kobertson, The Oonfrof 
of Iti4ustry, pp. 16U7. 
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tel itece 4>vi^n of wtnt iistcrenaes liter eUctecy, tbeir 
w«^ m« lifceiy to rise. 'Ebejr a*© farther likely to benefit 
as consumers owing to the general olieapening of goods. Afte, 
beoaw the saibdmded proeesses are simider, no prolonged 
{teod of training or apprenticeship is necessary for te ordhn- 
aty workman. 

glS. 0kutdyuita#Bl of division of labOBr.— Those who iaik 
of the disadvantapfes of division of labour have in mind not 
the differentiation of occupations (for this they would agree 
is a mark or necessary condition of progress) , but the si^itting 
up of each industry or occupation and the specialization of 
workers in these little uninteresting segments. They ai® also 
thinking of the evils of machinery and large-scale prdSlnction, 
because these are generally associated with division m labour 
in modern industry, and it may be worth while poinitog out 
that some of the faults commonly laid at the door of division 
of labour belong to these other logically separate characteris- 
ticB of modem business. 

Objections to division of labour all aim at showing that 
it vVoraens the position of the labourers. 

It is commonly urged that (i) it reduces the worker to an 
automaton. As one writer asks : ‘What can be expected of 
the mind ol a man whose activities are constantly devoted 
to making the eighteenth part of a pin A man who makes 
a whole shoe himself may find some interest in his work, 
and in liis humble way experience the joy of artistic creation. 
But how can he be made to feel any interest or pleasure, if 
for hours together every day he has to do nothing except, 
say. punch holes in leather by means of a machine? He is 
not leqnired to use his brain, which therefore gets numbed. 
Very olten he does not understand the meaning of his work 
or how it fits into a well-tliought-out scheme for combining 
the result of his labour with that of other ‘specialists’ like 
himself who togetlier give the world a good serviceable article. 

The monotony of ‘maclnnc minding’ is no doubt generally 
exaggerated, and probably there is also a tendency to exag- 
gerate the interesting character of the work of the average 
craftsman of the old type. We must also not forget that a 
good deal of the work under modern conditions involves the 
exercise (rf intelligence and judgement. For example, it is 
generally accepted that the scarcity of skilled labour is one 
of the reasons for the present backwardness of India in indus- 
trial development. 

Ciastly, we must remember that when a piece of work 
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Ijwmes purely mmhmimif a machine is generally intented 
4i0 do it, and human labour is released for more intel%©at 
work. 

However, after all these allowances are made, it remains 
broadly true that, owing to dinision of labour ^ work booowM 
on the whole more monotonous and uninteresting. The worker 
iilso has a greater feeling of being driven. For example, the 
man who is doing the upper part of a shoe must do it at a 
rate which bears some reasonable relation to the rate of the 
man doing the lower part. Also, when a workman has to 
deal with a machine, he has to keep up the pace set by the 
machine, which does not get tired like a human being. 

(ii) Another evil commonly said to follow from division 
of labour is that the workman, being overspecialized* is not 
able to take up any other work if there happens to be depres- 
sion or unemployment in his own trade. Immobility of labour 
is increased, and so the problem of dealing with unemploy- 
ment becomes more difficult. 

This, however, runs counter to what we have said above 
about a prolonged period of apprenticeship and training being 
no longer necessary under the present system of division of 
labour. If a man finds there is no work for him in one 
industry, he should find it comparatively easy nowadays to 
fit himself for employment in some other industry, because 
division of labour which prevails in all the industries means 
simplification of the work to be performed by each » workman. 
Even if it is dissimilar from industry to industry it can be 
easily learnt; and often it is similar, especially when the use 
of machinery is common in all industries. Ojieratives in a 
watch factory, for example, would find themselves at home 
among machinery used in the lighter metal trades. 

(iii) It is further argued that under division of labour, tlie 
worker loses his sense of responsibility. So far as this is true, 
however, it is not the effect of division of labour but of the 
fact that the worker has no proprietary interest in the busi- 
ness. If, on the other hand, it is suggested that the labourer 
can shirk work without being noticed, this again is not true, 
the complaint on the contrary being that the worker feels 
he is driven too fast under the present system. 

(iv) Another evil associated with division of labour and 
specialization of workers is the increased liability to industrial 
disease, e.g. the risks of lead poisoning and tuberculosis which 
are inherent in certain processes in pottery manufacture.^ 

Dearie, op. at., p, 178. 
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{▼) Til® 80 Bi®l, moia} mi i^ysieal evili ol th® fadiofy 
asyatem and the overcrowding in industrial centres are often 
mentioned as being among the disadvantages of division of 
labour. Strictly speaking, however, the two things are separ- 
ate. Fw instance, a task may be subdivided and each sub- 
division entrusted to a worker working in his own cottage. 

(vi) Similarly, the evils of machinery, such as they are, 
should not be attributed to division of labour as such. The two 
have no doubt gone together, but, as Marshall points out, 
‘the connexion is not so close as generally supposed. It is the 
largeness of markets, the increased demand for great num- 
bers of things of the same kind, and in some cases of things 
made with great accuracy, that leads to subdivision of labour; 
ithe chief effect of the improvement of machinery is to cheapen 
and make more accurate the work which would anyhow have 
been subdivided.’ 

(vii) Lastly, the disappearance of the personal bond be- 
tween the employer and the workers is commonly regarded as 
another unfortunate result of division of labour. The chain of 
causation may be stated as follows : 

Division of labour — > many tasks — y many workers 
— ^ impossibility of maintaining a personal relation with each 
of them. 

Or again ; 

Division of labour — > large-scale production — > large 
capital — > joint-stock organization, i.e. a corporate employer 
instead of an individual employer, imjxissibility of a per- 
sonal bond. 

§14. Limitations of division of labour.— Division of labour 
results in a great expansion oi production. It is useless if 
there is no correspondingly wide and continuous demand to 
take off the increased supply of goods. Division of labour, 
therefore, is limited by the extent of the market. 

Again, specialization or division of labour cannot proceed 
very far in a community whose wants are few and relatively 
simple. 

Division of labour is also limited by the nature of the 
employment, as pointed out by Mill. ‘Agriculture, for ex- 
ample, is not susceptible of so great a division of occupations 
as many branches of manufactures, because its different occupa- 
tions cannot possibly be simultaneous. One man cannot be 
always ploughing, another sowing, and another reaping. A 
person who practised only one agricultural operation would be 
idle eleven months in the year.’ 
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. tl^ 'miseft by ma^cbmery at gt^ater 

SiBt56 th0 Ibduatrial ft^volutioB in England- in tb© lattss? 
of the eighteenth century ♦ more and more we have been; 
living in an age of material invention and tedhnicai 'pfOgt0B^ 
Industry, transport and even agriculture are fast being meohgfii* 
iaed, transforming the social and economic order of ijOOWy* 

Admntuge^ of machinery.— (i) The greatest and the most 
obvious advantage of machinery is that it omomowly increa- 
ses the productivity of human labour. If instead^ nf merely 
scratching the soil we use a plough, the yield will be tiay 
much greater. The plough is a simple device, whereas milch 
of the machinery employed in modern industry is far more 
complicated. But the underlying idea of both is the same,, 
namely increase in productivit}/ . With the expenditure of 
the same amount of Imman labour, much more wealth is pro- 
duced, and therefore machinery may be said to add to human 
welfare. 

(ii) Machinery increases the demand for general intelli- 
gence, although it displaces purely manual skill or dexterity 
of the old type. 

(iii) It largely removes the barriers between different 
trades and promotes the mobility of labour. For example,, 
a worker in a watch-making factory can without much diffi- 
culty secure a job in the lighter metal trades since the general 
nature of the machinery is similar in the two trades. 

(ivl It relieves the strain on human muscles by per- 
forming very heavy tasks. 

« (v) It lessens human drudgery by taking o\er monoto- 
nous tasks, such as copying, or the folding of papers. 

(vi) It makes |X)S8ible the employment of workers of 
average strength and ability on work which formerly recpiired 
exceptional skill or sti-ength. 

(vii) It performs work much more regularly, quickly and 
accurately than would be otherwise possible. 

(viii) It excels both in the fwformance of exceedingly 
heavy tasks and exceptionally delicate ones. 

(ix) It promotes standardization of goods and the pro- 
duction of identically interchangeable i)art-8 and thus fiwailitates 
the use of machine-made machines (e*g. trtmtors, pumps, or 
a motor-car engine).^ 

Disadpantages of machinery , earliest reactions of 

F«m* a fuller disciitaioT} of the principle of sfcantiardiaanon , Sree Eohertaoii,. 

np. cit„ pp. 1S..S2. 
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1)©^ iibeory aqiS imstioe m a4^itude antiigeiiistie to 

tfee |(B6bnic»l itopwjvweDts. The fiuat flays of the introdiMJtMMi 
©f maiBhiiMiry aaw a aeries of violent oondtots.’ ^or insteoe 
‘^le littdditesj the naachine-wreokers, Tyere the expression of 
this Workers' straggle against the cCMnpetition of mechaniBal 
oontrivancses’.’ Critics like Buskin looked upon machinery 
as the greatest curse of the modem age. There are still 
people of this mode of thinking, who would like the world 
to revert to the dcanestic system of industry. 

(i) It is argued that machinery is detrimental to the 
working classes, since it displaces human labour and throws 
large numbei-s of them out of their jobs. There is no doubt 
that this is the first or initial result of machinery, as witness 
the supplanting of the hand-loom by the power-Iomn, the 
hullook-cart by the bus, and the plough by the tractor. In 
the end, however, machinery creates more employment and 
absorbs the displaced labour. It reduces costs and makes 
things cheaper, and thus stimulates demand. The cheapness 
also increases the savings which people can make, and thus 
the supply of capital is enlarged. All these things mean more 
business activity and more demand for labour. The hardships 
of the period of transition, when labourers suddenly find them- 
selves without employment, are very real, however, and every 
effort must be made to minimize them. A similar objection 
m raised today against rationalization of industry , and explains 
the hostile attitude of the average worker towards it. The 
more enlightened labour leaders, however, are not opposed h* 
machinery as such but to its private ownership and to the 
freedom enjoyed by the capitalist to use it in a way detri- 
mental to the working classes. 

(ii) Machinery, it is argued, makes labour monotonous 
As against this contention it may be pointed out that monotony 
and dradgery were not altogethci absent Irom the old ways 
of working witliout complicated machinery. On the other 
hand, machinery makes possible shorter hours of work, and 
workeis haire opportunities of utilizing their leisure pleasantly 
and profitably. This must be regarded as a substantial com- 
pensation for the monotony and drudgery of the working hours. 

tiii) Machinery has adversely affected the skilled crafts- 
men. who under its regime have degenerated into semi-skilled 
machine operators. 

(iv) It is also said that hand-products are superior to 


' Boll, op. cit., pp. 227-8. 



l^lS/tliEMBNTASt PBINOIPEBS OF SOOSOMlOi 

Qapaidusii0<’iaa4e goods. This objoction, however, is vidid Gt&f 
in tb<Me eases where individual tasies have to be satisfied or 
{nti^c production is concerned. Besides, much handwcu^ is 
ugly, e.g. Indian toys; while machii^-made p'oduots may be- 
b^utiftd if the design is artistic. 

(v) Finally, it is argued that machinery is responsible 
fOT the evils of modern industrialisra and the capitalistic sys- 
tem, such as the exploitation of female and child labour, loss 
of economic and social independence by the worker, and nar- 
row speeialization. 

As said above, however, many of these abuses might be 
either prevented or remedied by appropriate social legislation. 
sy We cannot do without machinery if we want to maintain our 
standard of living and the general advance <rf civilization. ‘ 
§ 16 . Localization of industrioj, or territorial division of 
labour. — Like individuals, particular localities are. found to 
specialize in certain industries. This develoianent may be- 
influenced by permanent and natural jaeiont, such as avail- 
ability of raw materials and cheap labour, transport facilities, 
nearness to markets, a suitable climate (e.g. a moist climate 
is advantageous for cotton spinning) , avai lability of cheap cap i- 
tel and credit facil itms. These factors fall into two broad' 
^ouj^rSiretthe factors which determine where the transport 
costs involved will be at a minimum, second the factors which 
make tor lower costs of production at some places than at 
others. From the point of view of transport costs, production 
will be either at the source of material or at the place of 
consumption, according as the material or the finished article 
is- the more expensive to carry. Minimum total transport 
costs alone will not, however, prove decisive in determining 
the place of production, as the influence of cheap supplies of 
factors of production such as land, labour, capital and manage- 
ment has also to be reckoned with.* Localization of industry 
may also be due to what may be called accidental factors. A 


^ For a. diecussion oJ the controversy m India centring round the ckarka^ see 
our j^lements of Indian Ecommics^ ch, lii. For a lucid analyBie of the 
inodern view of the results of technical improvements in relation to the 
total product and its distribution (i.o. the prices of the factors of production)^ 
see Boll, op. cit., pp, 230>7. It is generally agreed that technical progress 
will cause an ultimate increase in the total product, but that inventions are 
likely to alter the relative shares going to the factors and their absolute 
shares. ‘The problems caused by inventions which raise the marginal pro- 
ducts of factors in unequal proportions are the most interesting/ 

^ B. A, B, Bobmson, T/w? Strmture of GompehUw Indu^ry, ppv 1454S, 



0ja0Alft2SAtIOK OF tKBTJSl^By iSf 

r imt who ©tarts a nsw industry happms to obo6sa $> p^yticu- 
locality, When ho might just aa well hate ehoiieu «cpe 
other- And when he succeeds, other people establish siitiito 
industries in the same place. 

When, for whatever reasons, an industry becomes localiased 
in a particular place it tends to remain there, partly because 
it develops certain special advantages denied to other localities, 
and partly by sheer force of inertia, ‘Localization of this* 
kind shows an astonishing persistence in survival.’^ 

The advantages of localization are known by the name 
of 'ezterml economies' and they may be summarized thus : 

(i) Where a large number of establishments of the same 
type are concentrated, a number of subsidiary industries spring 
up for supplying tools and accessories to the main industry, 
doing the necessary repairs, or preparing the raw materials 
for it. 

(li) Sj)6ciaUzed means of transport and communication 
may develop so that the industry can market its products and 
secure its raw materials easily and cheaply. 

(iii) Similarly, institutions like Banks and Stock Ex- 
changes may come to be established, as in Bombay and Cal- 
cutta, and be of great use in providing capital for the industry 
and in marketing securities based upon it. 

(iv) Skilled workers such as may be inquired for the 
industry naturally congregate where there is likely to be a 
constant demand for their skill. The industry benefits because 
it can choose the best men, 

(v) Just as it is a good thing for the progress of learning 
that there should be a number of colleges in the same place, 
so it is a good thing for the progress of an industry that there 
should be a number of similar establishments in the same 
locality, so that it is easy for them to compare notes and 
learn from each other. Under these conditions improvements 
are rapid, and much of the knowledge concerning the industry 
is imbibed unconsciously and automatically. Such conditions 
are also favourable to the establishment of technical journals 
and of technical institutions and the promotion of research. 
Disadvantages of localization of industry . — ^The main dis- 
advantage of localization is that the economic prosperity of 
the locality comes to be bound up too closely with the fortunes 
of the one main industry. If anything should go wrong witli 
the principal industry, the whole district may be faced with 
starvation as there is no other work to fall back on* Thus, 

^ op. cit., p, 30 
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jpp^sperity of ite cottoB -iBill iadtJBlty^ and siboo ttws^^int 
jeal^s, hm iK)t hoejD doing woll, tiio position of tho oily 
to be steadily deterioi*atmg. A possible remedy lies in the 
establiabment of supplementary industries. 

§ 17 . pdoautiidiBatira of indastlPy.-^Side by side with lomlm- ^ 
tion of industry we find that there are certain forces in the 
modern economic organization which are making for the dis- 
persion rather than concentration of industry, as witness the 
shifting erf the cotton mill industry in India. It was formerly 
confined to the town and island of Bombay, but has now been 
established at several up-country centres like Ahmedabad, 
Sholapur, Hubli, and also at Nagpur, Madras and Cawnpore. 

The causes are obvious, (i) The heavy rents in crowded 
cities like Bombay, higher wages of labour, higher municipal 
and central taxation and high costs m general, counteract the 
advantages of localization and force the industry to disjrierse, 
(u) The vicinity of raw-materiahgrowing areas and of the mar- 
kets also favours decentralization of industry. The tendency 
has become all the more pronounced owing to modern improve- 
ments in transport, especially in motor transiiort. (iii) The 
practicability of conveying cheap electrical power over long 
distances has made it unnecessary for industry to be always 
localized near coal-mining areas. It is now often feasible to 
establish it in the open country in healthy surroundings. 

It is also clear, however, that decentralized or scattered 
industrial concerns cannot readily command the facilities that 
are available to lo(*.alized industrial establishments in the matter 
of skilled labour, credit facilities, etc. So it is all a question 
of balancing the various gains and losses. Sometimes it may 
pay to start an enteiqirise where the industry is already well 
established. At other time^, it may on the whole pay to choose 
some other localii}. 

§ 18 . External and internal economies.— The consideration ot 
the advantages of kxialization of industry leads us to that of 
tile distinction between the external and internal economies 
of a business and of large-scale production. Marshall divides 
the economies arising from an increase in the scale of produc- 
tion of any kind of goods into two classes : (i) the external 
Anomies, and (ii) the internal economies. 

(i) External economies are dependent upon the general 
development of an industry either in a particular locality or 
country or the whole world. These are best secured by the 
‘Concentration of many small businesses of a similar charae- 
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localities. The econtanies arieioig Ix 0 m the 
]io<ai>1kfttMn 0^ hAvi&tr^ come under Mie heading ol external 
ee()«»3ttleB. They are so called because they are ^peodoBt <aat 
exteroiil eonditions and independent of any individual busineas 
or establishment and of its resources. 

(ii) Ii^ernd economies are those that are dependent on 
’ the resources, technical organization and efdciency of manage^ 
xnent of individual firms. They arise Within the establishment 
concerned and are therefore called ‘internal’. (See §20.) 

§19. The tendency towards large-scale produotion.--Int6mal 
economies depend largely upon the adoption of a sufficiently 
large scale of production. Before the Industrial Eevolution, 
under the domestic system of industry, the small concern was 
the type; the large business unit was the exception. But 
things have changed since then. More and more capital and 
labour tend nowadays to be massed in individual business 
units, leading to an increase in their size or scale of opera- 
tions. While the average number of persons employed, the 
output and the capital have been steadily expanding, the 
total number of individual establishments either remains sta- 
tionary or at times even decreases. The size of an establish- 
ment is influenced by several factors, such as the nature of 
the industry, the nature of the markets, the available business 
ability and capital. Some businesses, such as those connected 
with the manufacturing and transport industries, liave to be 
organized on a large scale to secure the best possible results. 
Thus a cotton mill or a railway can be run with advantage 
only on a large scale. The cost of machinery, plant and equip- 
ment are so heavy that the industry must be organized on such 
a scale that the heavy fixed charges are spread over a large out- 
put. On the other hand, extractive industries in general, like 
farming and fishing, being more subject to the Law of Dimin- 
ishing Eeturns, do not readily admit of expansion of scale. 

The extent of the market or demand is another factor. 
Where the demand is regular and comes from the masses, 
production can be standarffized and organized on a large scale, 
as in the case of cloth or hardware goods. But where the 
market is limited, or where the tastes of individual consumers 
must be catered for (as in the case of special types of saris 
required by Indian women or special types of utensils, etc.), 
the scale of business is necessarily restricted. On the whole, 
the tendency towards large-scale production is striking. 

§20. Boonomles at larlMOAlc produotlon.— Let us now for- 
mally enumerate the principal advantages of production on a 
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(i) A lystem of minate and effioiant divigion of labonr 
can bo adopitad, and specialized experts of the highest capacity 
can be employed with advantage. 

(ii> Considerable savings can be made in the general 
expenses, e.g. in the overhead or standing charges, called 
the 'on-costs’ or 'supplementary costs’ of production. These 
costs do not increase in proportion to increases in the size 
of the business. One engineer and one watchman will do 
just as well for a comparatively large factory as for a small 
one. Kent, insurance and taxes are other charges which do 
not increase proportionately. 

(iii) Expensive and up-to-date machinery and plant can 
be introduced with advantage since it can be continuously 
used if production is on a large scale. Cheaper power is also 
another advantage. 

(iv) Economies of buying and selling can be made owing 
to the greater bargaining power of a larger business unit, 
and its greater reputation. There is also a saving of freight. 
Both selling and buying in large quantities are thus economical. 

(v) Effective advertising and publicity .—Extensive and 
scientific advertising of goods is essential in these days. But 
it 18 also expensive. Only a large firm can afford it because, 
the expense being distributed over a large output, the increase 
m cost per unit is small. 

(vi) Utilization of by-products. — This is not possible 
when the scale of oyierations is small; and the by-products, be- 
cause they are not sufficient in quantity, are simply wasted. 
If, however, the scale is sufficiently large it will be worth while 
erecting a special plant to treat the waste products. For 
example, the scrap material in engineering shops or the saw- 
dust xn saw mills or the coal gas in the coking process can 
be manufactured into something useful and marketable. 

(vii) Other advantages of production on a large scale 
are : (a) Greater possibilities of conducting research and experi- 
ments; a small firm cannot afford to make costly experiments,, 
some of which may fail, (b) Comparative freedom from trade 
and mai’ket flnctuations. (c) Better credit and a larger turn- 
over of capital. 

(viii) The consumer also stands to benefit^ because goods 
are sold cheaper as the fosts of production are lower, ^ 

* The ecmouEiies of large farms are similar to those of large-scale prodocfeiOB 
m mamifacture, i.e. better farm cqtwpment atid division of labour, economical 
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—We Jbiave already noticed cases where prodaction has to bf 
a small scale. But even where the scale most be large, 
there is a limit beyond which the enlargement should not be 
allowed to proceed. The limitations of large-scale production 
arise from the infirmities of human nature and the increasing 
difiiculties of management and supervision (which are specially 
great in agriculture, where the operations are spread over a 
large area). A point of maximum returns or optimum size 
of the firm is reached sooner or later, beyond which the enter- 
prise or the firm becomes too cumbersome and unwieldy; and 
leakage, inefficiency and waste result. Personal interest and 
supervision become impossible. The task of supervision baa 
to be delegated to paid men who must .themselves b© watched 
as they have no personal interest in the business. An elabo- 
rate system of checks and counterchecks becomes necessary, 
involving waste and red-tapism. Kven the most capable entre- 
preneur will find that after a point further expansion will 
diminish his income by increasing his total cost more than 
total receipts. As soon as these disadvantages begin to mani- 
fest themselves it is desirable to start, say, another cotton 
mill, rather than to expand the existing units indefinitely and 
face diminishing returns. 

After a certain scale of production lias been exceeded 
direct contact between the employer and the employed becomes 
im|X)ssible. Tliis is a fruitful cause of friction and misunder- 
standing, strikes and lock-outs. 

The difficulty in the matter of commanding an adequate 
supply of high business ability and adequate capital, which 
are essential for the conduct and management of big concerns, 
is another check to large-scale production/ 

A concern may grow so large as not to allow any changes 
m its structure, or in the direction of its effort, to take place. 
Huch lack of adaptability may lead to serious consequences to 
itself and to others. 

Jjastly, it may be added that the tendency towards laige- 


U8e ol exjj^uBive machinery and implements, lower inaiketing costs, saenti^ 
rotation ol crops and expCrunenial work. 

^ For a detailed analysis of the concept of the optmum firm^ the reader i» 
referred to Bobmsou, op. cit., ch. li, ‘By ilie optimum firm, we m«et mean 
that firm, which m existing conditions of technique and organizing ability has 
the lowest average cofet of production per unit, when all tho«e‘ boats which 
mpat he covered m the long run are included. The forces which determine 
the best me of the bnsinese umt, assuming that the matket is suflicient to 
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«sye jHOtejtaOfl c^teo results in the formation <rf Fwrt mono- 
^listic oombina&ns.'^ 

123. Sialill4eaie piodafitioB (petty indBatiy).--tWe may now 

explain the advantages of small-scale production or ‘petty 
industry’, ’which still persists even in industriaUy advanced 
countries like the United Kingdom, the U.8.A., or Germany, 
and is certainly very important in a country like India. 

In pointing out the limitations of large-scale production 
we have incidentally indicated the advantages of small-scale 
jooduction. 

Small-scale production ensures personal interest and super- 
vision on the part of the producer, attention to detail, perfect 
knowledge of customers’ individual needs and direct personal 
contact between the employer and the workers. 

Small-scale production of the old domestic industry type 
secures the economic independence of the workers and thus 
avoids the evils of industrial disharmony. If a number of 
small concerns co-operate, they also can secure those mer- 
cantile economies in buying and selling goods and the credit 
facilities which are normally available only to the large con- 
cams.® 

§23. The Law of Inoveasini Betums. — ^The Laws of Keturns 
have already been explained above.® There, however, special 
stress was laid on the Law of Diminishing Returns as being 
appropriate when discussing Land. The subject now is the 

abnorb the whole production of at leabt one firm of optiraum may be 
divided into five main categories: Technical forces malting for a technical 
c^timum size; managerial forces, making for an optimum managerial unit; 
financial forces, making for an optimum financial unit; the influences of 
marketing, making for an optimum sales unit; and the forces of risk and 
fluctuation, making for a unit possessing the greatest power of survival m 
the face of industrial \ici8situdes.* See also Meade, op. cit., p. 105. 

^ See §27. Large farms, like large manufacturing firms, have their own 
Ifmifcaiions, such as increasing difficulties of supervision over a wide area and 
limited scope for division of labour. Besides, large Agricultural estates give 
rise to certain social evils such as absentee landlordism, unequal distribu- 
tion of property and wealth, and agrarian diBConkmt. 

* The advantages and disadvantages of small-scale farming are similar to 
those of small-scale industry. The mam advantage is caiefnl personal atten- 
tion to land and its cultivation. Besides there is the social advantage of vtide 
diffusion of landed property and the political advantage of a large class of 
sturdy and cemtented peasant proprietors. On the other hand, the proverbial 
owsefvatism of small fanners may hamper progress. In the economic sphere, 
by the co-operative organization of agriculture it is possible for small farmers 
to command many of the advantages of large farms. 

* Bee cb. v, §§8 and 9. 
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Industry; and in this nonnexm the 
is on the other two Laws, especiaHy the Law of Irusreash^ 
Betarns. It is no doubt incorrect to divide iadnstries into 
two rigidly separated classes : (i) manufacturing indnstries 
snbject to the Law of Increasing Bfetums, and (ii) extractive 
indttstries subject to the Law of Diminishing Keturns, since 
the latter law, as we have already seen, applies to all indus- 
tries sooner or later and the former applies even to extractive 
industries under certain circumstances. The broad distinc- 
tbn suggested above is nevertheless sufBciently sound. 

§24. Scatement of the Law of Increasing Returns or Decrease 
lug Costs. — ^The Law of Increasing Returns is the exact 
counterpart of the Law of Diminishing Returns. Mardiall 
states it thus : ‘An increase of capital and labour leads gener- 
ally to an improved organization, which increases the efficiency 
of the work of capital and labour. 

The Law of Increasing Returns may also be described as 
the Law of Decreasing Costs. Under certain conditions of 
variations in tlie technical conditions of production (i.e. pro- 
duction on a large scale) the cost of production of successive 
increments of supply tends to fall with every increase of labour 
and capital applied to a business. Thus the cost diminishes 
up to a point as the size of the manufacturing establishment 
expands, and as more and more economies of large-scale pro- 
duction are realized. Thus if a motor-manufacturing concern 
is turning out, say, 100 cars a day at a cost of Rs. 3,000 per 
car, by doubling its output to 200 cars a day it would perhaps 
be able to reduce the cost to, say, Rs. 2,500; for the various 
costs, especially the on-costs or supplementary costs, would 
not increase proportionately, and greater specialization and 
a better division of labour could be introduced. The internal 
economies of the business will go on increasing until at last 
a point of maximum return or mmimum cost is reached, say, 
when the output has been raised to 300 cars and the cost 
reduced to Rs. 2,000 per car. Then the disadvantages of 
large-scale production would begin to tell, and would make it 
worth while starting another motor factory rather than expand- 
ing the existing one. The same holds good of transport and 
commercial activities, banking and insurance, and so on. If, 

* Thd student should carefully note that the working of the Law of Increas- 
ing Betums i$ mdcpenient of any inventions or changes m the methods of 
production* In explaining it, we assume that the arts of production remain 
the same. The changes We contemplate are only as regards organiaation, 
«oaie of Operation, etc. 
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feoweter, the prioe of the raw material, hi® wheat used in tiw 
wbeat-milHag industry or wool used in manufactaring woollen 
clpth, is the ^neipal factor in determining the price of the 
finished commodity* there is not much scope for increasing 
return. An increase in demand for it is likely to be followed 
by an increase in the cost and therefore an increase in price. 
Stjmetimes, however, the opposing tendencies of increasing 
and diminishing returns may jnst balance each other and give 
rise to constant returns. 

§25. Consolidation and integration of industry. — We now pass 
on to consider yet another feature of modern industrial or- 
ganization, namely the consolidation and integration of in- 
dustry. Combinations of all kinds are the order of the day, 
and may be looked upon as a now development of the principle 
of large-scale production. We may refer to this tendency 
as the tendency towards large-scale management. These com- 
binations are formed with a view to securing by joint action 
more favourable -results and further economies than before 
the combination. They are also often actuated by the motive 
of eliminating competition and controlling supply and price. 
The modem improvements in transport and communications 
— ^througb the telegraph, the telephone, the wireless and the 
postal service — have facilitated their growth. The great cost 
at which fixed capital has been provided and the ruinous con- 
sequences of cut-throat competition have made business rivals 
more and more anxious to come to terms with each other. 
This is rendered all the more easy because competition is 
often so severe that only the few most powerful firms survive 
it. And the very smallness of the number of survivors makes 
it easy for them to combine. 

§26. Horizontal and veriioal combinations,— There are two 
main kinds of industrial combinations : (i) horizontal combina- 
tions resulting in consolidation of industry, and (ii) vertical 
combinations giving rise to integration of industry. 

(i) A horizontal combination is a combination of busi- 
ness units engaged in producing or selling similar things — 
a merger or consolidation of similar establishments into a 
larger one under a single centralized management. Thus the 
Standard Oil Company of New York is a combination which 
owns or controls the great majority of petroleum refineries 
in the U.S.A. Similarly the Imperial Tobacco Company owns 
practically all the tobacco-manufacturing establishments in 
the U.S.A. The recent (1936) merger of the cement com- 
panies in India, which have been absorbed by the Associated 
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Corneal Compoaies of India Ltd is a strildaf eie^mpte^aad 
the first of its kind in India— of a horiwntal combmatiept 

(ii) A mtUcal mmi)imUm occurs when a number of 
dissimilar business units, engaged at different stages in the 
production of an article, come under a single management or 
the control of a single firm. The idea is to integrate the sue- 
cessiTe stages in production from the raw material to the 
finished product. Thus the United Steel Corporation has its 
own deposits of iron ores, its own coal-pits, blast furnaces, 
steel works, engineering workshops, railways, etc. The steel 
and iron industry particularly lends itself to this kind of in- 
tegration. The Tata Steel and Iron Company at Jamshedpur 
is an example of a vertical combination of industry.^ 

Sometimes horizontal and vertical combinations of industry 
go together. Thus the Steel Corporation (IJ.S.A.) is also a 
horizontal combination for cerlain purposes or in some branch- 
es. It owns many iron furnaces, steel mills, tube works, 
steel and tin-plate works, and so on. Similarly, the American 
Tobacco (Uompany has attempted not only to combine all the 
establishments for manufacturing tobacco, but has also ex- 
tended its oi>erations to the retail disposal of its products.® 
§27. Tlpusts and cartels. — Ot the different varieties of indus- 
trial combinations the best known are the Trusts in the U.S.A, 
and the Cartels in Germany. 

Firms organizing themselves as trusts and cartels (espe- 
cially the former) sacrifice, to a considerable extent, their 
individual liberty of action in the common interest of all the 
members. Often, however, the combinations are short-lived 
and of a looser type, the individual firms trying to secure the 
advantages of certain definite understandings for preventing 
the evils of excessive competition, while at the same time re- 
taining intact their individuality and their freedom from out- 
side interference in internal management. Such agreements 
may take the following forms *'* 

(i) Agreements to fix prices , — These often prove short- 
lived and unstable because of defection on the part of some 
ot the members, who violate the agreement as soon as they 
find it convenient to do so. 

(ii) Division of the selling field . — For example, in the 

* !S'or m analysis of the special forces at work m the iron and steel trades 
which strengthen the tendency towards the integration of soccessive processes. 
«06 Bohertson, op. pp. 33-5, * Taussig, op. cifc., VoL I, p, 

^ For a detailed discussion of the vanons fonna of industrial comhinationa 
(or monopoly organusations), ®ee Bobinbon, oh* v. 
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mM of eomiJetiisg American railways, TMs typo idso fea» 
fiiffiiitilties of its own, such as borderiand disputes. 

(iii) Pool^,— In this case a certain maximtim output or 
quota is fixed for each member, and profits are pooled together 
and divided in certain agreed proportions* Such arrangementa 
are becoming common in India among competing buses plying 
for hire on the roads. 

We shall now discuss the stronger and more developed 
forms of industrial combinations, namely, cartels and trusts, 

(i) The cartel (kartell) is a characteristically German 
form of combination of the horizontal type. It combines the 
features both of agreements to fix pricevS and of pools. It 
fixes prices as well as output, and functions as a selling agency. 
Thus the coal-mining industry in Germany is controlled by 
a cartel with a central sales organization. The profits are 
distributed among the members on an agreed basis. Some- 
times the marketing area is apportioned among the members, 
who are thus prevented from competing with each other. The 
central sales agency receives orders, fixes 'prices and effects 
sales. The Indian Sugar Syndicate and the Cement Market- 
ing Company of India serve as examples of cartels. In this 
form of organization members enjoy a far greater degree of 
autonomy than in a trust. The cartel is comparable to a 
loose confederation of independent States, while the trust is 
like a compact federation forming one single State. 

(ii) The trust in its original foim meant an amalgama- 
tion of individual firms who transferred their shares to a 
central board of trustees in exchange for trust certificates. 
Bffective control over the amalgamated concern was thus 
vested in the hands of the trustees, who directed the policy 
of the whole organization. The trust in this form was de- 
clared illegal in the United States of America, and as a con- 
sequence the Sugar Trust and Standard Oil Trusts were dis- 
solved, But the term trust survived and is now applied to 
all tjTpes of combinations in the United States, such as the 
holding corporation, which holds the major portion of the 
shares in other companies and the full-fledged unified corpora- 
tion (or merger) which buys and cancels shares of the old 
companies (which thereby cease to exist) and issues its own 
shares directly. Thus combinations even more jiowerful than 
the original trusts have come to be established. 

§ 28 * Tbe advantages and drawbacks of Industrial cembina^ 
tiOllt^The main advantage of an industrial combination ia 
that when a number of business units are consolidated or 
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iogetbetf it is «a8^r to realise the osQaleMitmief 
o£ large-scale production. ‘ Thus supplies are bought ia ooua- 
uaoQ aad sales are ou a large scale; cross freights are saved*- 
dehrciiy being given from the nearest factory; large orders 
are executed promptly and regularly; standardized machinery 
and repairs can be arranged; there is concentration of pro- 
duction in the best-equipped factories; expenses of advertising 
are low®-; better credit is available; expert and competent 
management can be introduced economically; and lastly ‘the 
wider view which comes from an interchange of ideas and a 
comparison of experimental methods in the separate plants 
is frequently of value'.’* 

Combinations are, however, generally dreaded because ; 
(i) They often resort to unfair or cut-throat devices of com- 
petition against small, independent producers, (ii) They also 
often result in the establishment of monopolies which may 
be detrimental to the consumers.’ (iii) They lead to specula- 
tbn in stocks and over-capitalization (to induce independent! 
units to amalgamate), adversely affecting the position of the* 
corporate investor. This is facilitated by the wheels within 
wheels that have arisen inside the corporate form of industry, 
(iv) They result in unemployment and displacement of labour 
caused by the closing down of some of the concerns and the 
policy of restricting output, (v) They open the way to poli- 
tical corruption in a democratic State in consequence of the 
powerful financial resources of the trusts and their interest 
in controlling legislation and the general economic jiolicy of 
the State. 

§29. Regulation of Trusts. — In order to deal with the trust 
problem, what is needed and feasible is their regulation by 
suitable legislation, re-enforced by public opinion. Total sup- 
pression, even were it pos.sible, would be undesirable since it 
deprives the community of the real benefit derived from in- 
dustrial combinations. The present attitude of the U.S. 
Government towards them is more favourable than it used to- 
be. For a short period the anti-tnist laws'* were suspended as 
part of the National Industrial Eecovery programme of Presi- 
dent Roosevelt’s administration. Indeed, what is called ‘ration- 
alization of industry’ is characterized by a strong movement 
in favour of industrial amalgamations with a view to weeding 
out the inefficient units and reducing the costs of production. 

* Be® IM. * Soligman, op. at., p. 846. * See db. ix. 

• For partaonlars regarding these laws and their temporary sospensien, eae 
Bebinson, monopoly, ek. ix. 
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<rf 'The term 

is Crermala in its origin mi passed into btasine^ termiuotogy 
4imiig the post-i^ar period. It means the rati(mal organiEar 
tioB of industry in the light of figures and careful calculations 
as opposed to a merely empirical, traditional or haphawd 
process. The World Economic Conference of 1927 defined 
it as ‘the methods of technique and of organization designed 
to secure the minim iiin of waste of effort or materiar.' The 
parlous condition of German industry during the post-war 
period and the confusion caused by the inflation of currency 
-created a powerful movement in that country for reducing 
the costs of production and increasing efficiency by overhauling 
whole industries with a view to eliminating all waste, moderni- 
zing industrial technique and promoting industrial research. 
A similar movement ap])earcd in the U.8.A. as well. Even 
before the war of 1914-18 there was a movement in industrial 
•countries of the west in favour of scientific management and 
the elimination of waste. But the war gave a powerful fillip 
to rationalization in one form or another by promoting stan- 
dardized production, by fostering the habit of co-operation 
among industrial leaders, by stimulating the collection of in- 
dustrial statistics, and by restricting, through Government fiat, 
certain unnecessary types of production. Eationalization has 
made great strides in Germany and the U.S.A., and the 
movement has now spread to other countries, including India. 

Eationalization includes : (i) the scientific organization of 
labour, (ii) the standardization of both materials and products, 
(iii) the simplification of processes, (iv) improvements in trans- 
port and marketing, (v) amalgamations, horizontal and verti- 
cal,® and (vi) the modernization of industry. 

The rationalized industry is thus expected to govern itself 
consciously, reaching back to the source of raw materials and 
forward to the consumer. 

Eationalization has already been carried on with consider- 
.able success in such enterprises as the Bala slioe factory, the 
Imperial Chemical Industries in Great Britain, and the Ford 
factories in the TJ.S.A. It has resulted in lower costs, in- 
^creased efficiency, higher wages, better goods at lower prices, 
.and sustained rewards to the management : that is, in con- 

* Social Aspects of Rattonaltmtion (International Labonr Offixie), p. 6. 

® ‘By mtionaJization is meant action taken by the State or by the majority 
producers in a particular industry to bring that industry under a single 
^contlroL’ Meade, op, cit., p, 174. 
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^^v^uteges to ^II It bids iut to be Sr 

permaaeat feature of modero indoatrial orgeomtioa.’^ 

Batioaalization bas, however, its own difficulties and diftr 
advantages, (i) It calls for a high degree of trained inteliee- 
tual and business ability to control ixidustry^ which may not 
be forthcoming readily, (ii) Again, a large amount of capital 
is necessary if old plant is to be scrapped and production 
modernized, (iii) Moreover, the elimination of the less emcient 
nnits and the introduction of improved plant and processes 
result in considerable displacement of labour and unemploy* 
ment (although ultimately labour may gain), (iv) Lastly, the 
consolidation and integration of industry may give rise to 
monopolistic combinations detrimental to consumers. 

Considerable opposition from the labourers was encoun- 
tered by the Bombay cotton mill owners when they recently 
tried to introduce rationalization (allotting more looms to 
weavers, etc.). But as the 1934 Eeport of the Bombay Labour 
Office inquiry about wages and unemployment in the cotton 
mill industry and the Iteport of the Bombay Textile I^abour 
Enquiry (jommittee (1940) show, considerable progress lias 
nevertheless been made.*** 

§31, Competition. — Modern economic organization is said to 
be competitive, in contrast to medieval economic organization 
which was supposed to be under the sway of custom. It is 
also argued that competition is the main regulator of the 
whole economic mechanism of modern society m production, 
distribution, exchange and consumption of wealth. 

Com[)etition means complete freedom of action in economic 
life, industry and enterprise, so as to cal) forth the highest 
exertion of energy and resourcefulness. Under competition, 
everylK)dy is quite free to choose what occupation he likes 
and to sell his goods and services wherever he likes. Com- 
petition implies private |TOperty and unhampered liberty for 
the possessor in the matter of its employment and disposal. 
Commonly, the word competition brings before our mind’s 
eye the picture of rival producers of a commodity, each trying 
to attract towards himself the largest number of customers. 
This, however, implies that each seller is free to regulate his 
sales policy as he thinks fit. For example, it is open to every 
seller to quote as low a price as he chooses without his free- 


^ cf. Twentieth Century Business Methods^ Vol. I, ch. xvui. Bee also 
Bobiason, The Sira<4ufe of CompcUUve Industry^ pp. 169-72. 

® Bor further particulars, see Ueport of the Bombay Toaitiie J^abom. Mnquiry 
Comnuttee^ ch. viii. 
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toa bemg restriejWi in wy way by #her mlhm or by my 
outside agemoy like the Oovemment- Similariy^ every pa* 
chaser eajoys unrestricted freedom in his choice of goods to 
be bonght as well as of the sellers from whom to bny them, 
§82* Iibpltcialloiis of perteet isompet!tioii.~A great deal is 
written about the advantages of an economic system based on 
competition. The theoretical arguments in favour of such 
a system are strong (see §34), but most of them rest upon a 
tacit assumption that there is ‘perfect competition’ in the* 
economy. We must therefore explain what is meant by per^ 
feet competition. ‘We say that competition is perfect when 
two conditions are fulfilled : (i) when there is no artificial 
restriction upon the movement of factors of production from 
occupation to occupation in search of the highest reward, and 
(ii) when no single unit of control — i.e. no single individual 
or company which is deciding to buy or to sell something- 
can by its own action appreciably affect the price of the thing 
bought or sold.’^ The first condition implies that there are 
no artificial restrictions on the mobility of the factors such 
as those imposed by a Trade Union on the number of new 
persons who can enter a particular occupation, or again such 
as those imposed by a system of State licensing seeking to 
limit the number of producers who are allowed to produce 
a commodity. The second condition ‘implies that there is a 
large number of buyers and a large number of sellers, buying 
and selling identically the same article or sei^ice and each 
knowing the price at which others are buying and selling. . 
The first consequence of these conditions is that’ the whole 
supply of a commodity like wheat ‘will be sold at the same 
price at any given time, , . The second ... is that no pro- 
ducer or consumer could affect the price of the commodity by 
bis own individual action.’® In perfect competition individual 
firms would tend to be of the optimum size, m the sense 
already explained,® and the price offered for the commodity 
would be equal to the cost of production of a firm of the most 
efficient size. Any firm which produced more or less than 
the optimum output (which means the output which can be 
produced at minimum average cost) would make a loss, since 
its average cost would be raised above the market price of the 
commodity. 

§33. Imperfect (or monopolistic) competition,— The tradi- 
tional assumption of perfect competition, while it is exceed- 

* Meafie, op. cit., p. 96. 

^ Ibid. ; for a fuller analyaiB, pp. 98*100. * See §91 
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iBgly for simplifying the aimiysis dt priae (see 

ab» iz)f m not fulfilled in the real world, especially so 
it depends upon the existence of a perfect marltet, wbSob is 
extremely rare,* 

We may now briefly analyse the cSuses of what has beea 
icialled imperfect competition, which covers the very laarge 
number of intermediate cases between the two extremes of 
perfect competition and pure monopoly (see ch, ix). In these 
intermediate cases *there is neither a single individual who 
controls the bulk of the amount demanded or supplied, nor 
are there so many that their individual shares are negligible 
in relation to the total. We find a number of people (buyers 
or sellers) who are each able to influence, in some measure, 
the terms of exchange.’* 

Considering first the supply side, for various reasons there 
may be few producers or sellers of a commodity. For instance, 
the State may restrict by law the number of persons or firms 
allowed to produce — as in the case of public utility concerns 
like railways or electric supply (see ch. ix); or again, raw 
materials like petrol or iron ore may be owned legally by few 
owners. Finally, the technical economies of large-scale pro- 
duction which require a large plant and capital outlay (as in 
the case of motor-<;ar8 or railways) may limit production to 
a few producers. In all these cases each individual producer 
may be able to affect the price of bis product. 

Other reasons for imperfect competition leading to a simi- 
lar result arise from the existence of imperfect marketing 
where the consumers do not invariably purchase a commodity 
from the sellers who are offering it at the lowest price. ‘Quite 
apart from the inertia or ignorance which prevents him (the 
customer) from moving instantly from one seller to another, 
as soon as a difference appears between the prices they charge, 
he has a number of good reasons for preferring one seller to 
another. And these reasons will affect different individuals 
differently.’^ In the first place, owing to transport costs, 
each producer or seller will possess a semi-independent mar- 
ket, composed of the consumers nearest to his factory or 
shop. Secondly, there may be real or imaginary differences in 
the quality or type of product which each individual producer 
is selling. This particularly applies to articles which bear 
a particular brand or which are sold under well-known names, 
such as cigarettes, drugs, tinned foods, clothes and innumer- 

^ Joan Bobinson, Economes of imperfect Compehttotif pp, 88-0, . 

® Boll, op. cit., p. 84. * Bobmspin, op. eifc,, p. 89. 
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^hh other articles* Besides, the c^stotner will be 
by advertisement, which plays npon his mind with etndied 
Lastly, "enstomers will be influenced in varying d^eeB 
by the difference between tibe facilities provided by different 
prodncers^-^ttickness of service, good manners of salesmen,, 
length of credit, and the attention paid to their individual 
wants. In some cases the customer will be influenced by the 
actual price, since he will sometimes take a high price to be 
a sign that the article in question is a good one, and reject 
a cheaper substitute because its very cheapness makes him 
suspect that it is inferior.*^ 

Thus, besides difference in price, the customer’s decision 
to buy from one producer rather than another is influenced 
by various other reasons which are fully exploited by rival 
producers. The very intensity of com petition, in the plain 
sense of the word, results in breaking up tiie market, and is 
responsible for the existence of imperfect competition. 

Imperfect competition may also arise on the demand side, 
when there are only a few buyers for a commodity, each of 
the purchasers affecting its price appreciably by his action 
in buying more or less of it. This situation more commonly 
exists in the case of factors of production (e.g. hiring labour 
of a particular grade or purchasing a raw material like rubber 
of a particular quality in the motor industry) than in the case 
of finished consumption goods. 

In the next chapter we shall consider the manner in which 
value is determined under conditions of (i) perfect competi- 
tion, (ii) perfect monopoly, and (iii) imperfect competition, 
which has also been called monopolistic competition. We 
may add here, however, that the price phenomena to be ex- 
plained in real life very largely belong to the realm of imper- 
fect competition and cannot be adequately covered either by 
the theory of perfect competition or perfect monopoly.® 

§34, Is the present system of competition satisfactory?— The 
classical economists tended to exaggerate the blessings of 
competition, the theoretical implications of which were not 
fully realized by them. As we have shown above, pure or 
perfect competition rarely, if ever, exists and the theoretical 
advantages claimed for it are considerably curtailed in real 
life owing to the existence of imperfect competition. For 
instance, the classical economists argued that only under a 
regime of competition can our needs be effectively satisfied 

* Bobinson, op. cit., pp. 89-90. Also Meade, op. eit., pp. 130-8. 

® B. Obaioberiam, Theory of MonopoluUc OompetiUont p. 
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beea^wne tiBfier oompetitioii effort m directed antomitlfeally to 
the prodtiction of those goods which are really needed hy 
society, Competition automatically brings abot^t an eqmli^ 
brinm between production and consumption, they said. If 
there is deficiency of production, prices rise and with them 
profits. More producers come on the scene and the increase 
in production again sends down the prices. If there is a 
surplus, lower prices will result in restricted production and 
thus bring about a rise in price. An adjustment between 
supply and demand is thus easily affected by the force of 
competition. All this, however, is only partially true. The 
phenomenon of periodical crises, well known to the modern 
world, shows that maladjustment between production and con- 
sumption constantly occurs under the present system of com- 
petition. The general feeling, at present, is that this haphazard 
action of competition as it operates in life must be replaced 
by deliberate planning of production and its continuous adjust- 
ment to consumption. 

Competition ‘would not [necessarily] bring about the pro- 
duction of those commodities which are most beneficial to 
consumers, because consumers fail to distribute their expendi- 
ture wisely among different commodities’.^ They often have 
irrational preferences and may neither buy in the cheapest 
market nor buy something which is of benefit. It has also 
been claimed that under competition the factors of production 
will always be employed in the most efficient combinations 
in different industries. This again is not a certain result 
as there is no free mobility of ihe factors of production. Fur- 
ther, it is generally argued that competition stimulates econo- 
mic progress by the rivalry among the competing parties and 
by the elimination of the inefficient and the unfit. This is, 
of course, mainly true. Nevertheless we must not forget 
that the methods of competition may, sometimes, be very 
harmful and may lead to such evils as adulteration and the 
production of cheap, shoddy articles, unduly low wages to the 
workers, etc. Nor is it always true that comfietition means 
the lowest possible prices. For often there is a considerable 
waste involved in what is called imperfect competition, for 
example, in very expensive though quite unnecessary adver- 
tisement. This means unduly high costs and therefore high 
prices — not to speak of the consumer’s own preference for a 
high price in certain cases. 


* Meade, op. at., p, 190. 
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Compotitkm^, in ttie sense of nnrestrioted free4m 
ope to regulate his economic relations, frequently leads to 
gross injustice, The most striking example of this is the one- 
sided character of nominally free bargains between unequally 
matched parties, in which the stronger imrty exploits the 
weaker. The individual worker, almost inevitably, suffers 
in striking bargains for wages with the relatively more power- 
ful employer. Competition cannot therefore be depended upon 
to distribute income in the most desirable way. In order that 
it should be capable of yielding good results the parties to it 
must be evenly balanced. Hence the development of Trade 
Unions and the substitution of collective for individual bar- 
gaining. 

Thus we nowadays admit the necessity of limiting the 
operation of competition, which is largely imperfect, in various 
directions by co-operation, monopoly owned or regulated by 
the State, rationalization and planning, etc. But the question 
whether it is possible or desirable to eliminate competition 
altogether, and radically to alter the present economic struc- 
ture of society (e.g. on the lines followed in Soviet Eussia) is 
highly controversial. 


SUMMAIU 

Except in the case of the autonomous worker, the task of organization 
48 undertaken by a specialized class of people in modern industry, who are 
generally known as entreprenours. The function of the entrepreneur is to 
plan the enterprise, bring together land, labour and capital m the most 
suitable proportions, and above all to take the risks ol the business. It is 
a most important and delicate function. 

Business enterprises may take seveiai forms, e.g (i) induidual as opposed 
to corporate enterprises; (ii) partnerships; (iii) corjiorations or joint-stock 
enterprises; (iv) trusts; (v) government or State undertakings; (vi) co< 
operative production; and (vii) profit-sharing 

Of these the typical and dominant form of business enterprise is the 
joint-stock company, which has the great advantage that it makes possible 
modern large-scale enterprises requirmg huge ca.pital outlay. It is not with- 
out serious drawbacks. Profit-sharing and co-operation represent attempts to 
avoid these drawbacks. But under present conditions they cannot be regarded 
as substitutes for the joint-stock company. 

One of the most important features of modern industrial organization is 
the great development of dimsion of labour^ by which each kind of produc- 
tion tends to be split up into more and more separate proc'esses. Instead 
of all the processes being looked after by the same set of people, each is 
assigned to a separate set. The final product of course is complete only after 
the results of these separate processes have been put together (i.e. the divi- 
fiioa of labour implies or requires combination or co-operation of labour). 



ATJtOJ? OF iJffDtiaitRf 145 

Th« adtaiifcttges. of di^iBion of labour are many aod obvious, (i) It Sb- 
mm^m tbe oteofeiveness of labour aud teuds to oiabsBce wages, (ii) It 
tbo oost of production and thus benefits ib© consumer through lower jWioeS* 
<iii) It promotes invention. 

Its main disadvantages are: (i) It makes labour monotonous, (ii) It &Xr 
poses the worker to industrial disease, (xii) It destroys the personal friendly 
relations between workman aud employer. 

Division of labour, machinery, factory production are all so intimately 
related to one another that it is dxfdoult to separate the efiects attributable 
to each. Consequently causes and consequences are apt to get mixed up. 
In this manner, some of the evils of machinery and of factory production 
in general come to be illogically described as evils of division of labour. 

Division of labour is limited by the extent of the market, the develop- 
ment of wants, and the nature of the employment. 

Machinery represents the mastery of man over nature and is a mark 
of progress and civilization. It enormously increases the productivity of 
human labour; takes over Avork that is purely mechanical and monotonous, 
leaving intelligent work to human beings; lessens human drudgery; relieves 
the strain on human muscles; increases the mobility of human labour by in- 
creasing the demand for general intelligence rather than for specialized skill; 
widens the scope for employment; ensures accuracy, regularity, promptness 
and delicacy of work; and promotes standardization of goods. Its sudden 
introdiK'tion may displace labour. In the end, however, by increasing wealth 
and cj^pital it mcreases the demand for labour, '' 

Division of labour i*efers to specialization on the part of individuals. 
LoCialization of tnd.u8incs refers to specialization on the part of localities. 
U may be described as the tcrritoiial division of labour. It may be determined 
by natural or pennanent causes, or may be purely accidental The natural 
causes may relate to transport coats and costs of factors of production in a 
given cuntic or locality. When an industry is concentrated in a locality, 
it comes to enjoy certain advantages known as external economies due to the 
aprmgmg up of subsidiary industries, the congregation of skilled workers, and 
tho possibility of rivals observing each other and learning from each other. 

The main disadvantage of localization is that the locality may suffer if 
its only industry declines for any reason. The remedy lies in the establish^ 
ment of supplementary industries. 

Forces making for dccentTalizaUon , as opposed to localization of industry, 
are high costs due to heavy taxation, etc. in big industrial cities, develop- 
ment of transport, and the use of cheap electrical instead of steam power. 

External economies are those which arc dependent on external conditions 
-—on the general development of an industry (e.g. those which flow from 
the concentration of a number of similar firms in tho same locality). 

Internal economies are so called because they are internal to every firm 
and depend on its resources, the efficiency of its management, etc. A num* 
her of these internal economies are due to the adoption of a sufficiently large 
scale of production— the ideal or optimum scale of course varying from 
industry to industry Large-scale production is generally indicated where 
the fixed cJiarges are heavy and demand for the products is extensive and 
regular. 

i-lt) 
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the scale af proiuc^im iS lar(fe, several advantages afcte»|d iipow 
it, e.g. a more elaborate division of labour, the possibility of employing 
highly-paid experts; np-to-dato machinery and effective advertising methods; 
Expensive research and expenments; utilisation of bv -products; saving m 
overhead expenses, and in buying and selling; bettci credit, larger turnover 
of capital; comparative freedom from market fluctuations 

All these advantages increase the competitive power of a firm* They 
also benefit the consumer because efliciont production trorn his point of view 
means lower prices (and, if possible, also bcttei quality) 

The scale of production, however, cannot be enlarged indefinitely. After 
a point the enterprise exceeds its opiununi size, becomes too cumbersome, 
difficult to manage and to supervise and thcrefoio inefficient and wasteful 
The total costs after this point will increase taster than total receipts Tho 
supply of business men of extraordinary ability who can manage huge con- 
cerns efficiently is limited The possibility of labour troubles is greater on 
account of the increase m the number of labourers to be dealt with. Through 
excessive growth in si/e, a firm may lose its adaptability to changing condi- 
tions, Lastly, large-scale organization is apt to facilitate the foimation of 
monopolmtic combinations. 

Co-operation may enable small concerns to realize all the advantages of 
large-scale production, while avoiding its disadvantages 

The advantages and disadvantages of large-scale and small-scale pro- 
ductipn appl> mutatis muiandt^ to agnculture also The limit of extension 
of ^ficale IS, however, reached earlier m agriculture tlmn in industry, not to 
epeak of certain special social and political advantages attaching to a widelv 
diffiised owneifihip of land which m practice favours small-scale production 
The Law of Increasing Returm may also be called the Law of Diimnish- 
ing Cost, because with every mcrease of capital and labour the cost of 
production per unit decreases up to a point This tendency is more noticeable 
and lasts longer m mdustiy than m agriculture and other exciactive ludus 
tries. But here also a limit is reachtd sooner or latci, when instead of 

returns increasing they begin to dimmish In other words the costs begin 

to increase faster than the economics of large-scale production 

The modern tendency towards consolidation and integration of indnslry is 
mainly due to the desire to eliminate cut-thioat compotrtion, but it also 
makes possible certain economics reaped from an enlargement of the scale of 
production 

Industrial comhinaiions may bo (i) horizontal, i.e a combination of similar 
establishments, or (n) vertical, le a combmatinn of dissimilai busmess uiuts 
In combinations known as trusts tho individual firms entering into the com- 
bination surrender then piiva^e liberty of action oi managomont In combina- 
tions known as cartels the units contmue to enjoy a considerable degree of 

autonomy. There may bo other kinds of combination with any numbei of 

variations as regards power surrendered and mafcteis forming the* subject of 
agreement. 

Combinations, as suggested above, may result in tbe reduction of costs 
owing to multiphcation of the economies of large-scale production, but they 
are feared by the public because of their tendency to develop into oppiessive 
monopolies. They may also use their great power and resources to get control 
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|>oIitical maclimery for thoir own scHifib purposes. A total sopprefision 
#f ttuits and combmations is noifeher possible nor desirable. But legislative 
regulation of some kind may be necessary. 

The movement towards rdUdnahzatiofi after the war of 1914-18 owes its 
strength to an impulse similar to that which leads to the formation of com^ 
fomations. It means the rational organization of an industry in the light of 
statistics and careful calculation as distinguished from tradition and empiri- 
cism. It implies scientific management and the elimination of waste (or 
overproduction) through the scientific organization of labour, standardization 
of materials and products, simplification of processes, improvements in trans- 
port and marketing, amalgamations, etc. Eationalization, however, requires 
high businesa ability and the supply of abundant capital in order to be success- 
fiil. It may also be accompanied by considerable displacement and unemploy- 
ment of labour and may degenerate into selfish monopoly. 

CompUilion. — ^In classical theory the force of competition is a principal 
regulator of economic relations in modern society. It implies among other 
things complete freedom in the choice of occupations and in buying and 
selling. 

The assumption of perfect cmnpciition is largely hypothetical, and it implies 
absence of restrudiOD upon the movement of factors of production and absence 
of a single unit of control over price cither through demand or supply. 

In real life competition ip imperfect. Such mperfeot cowpeititon, which 
envers a very largo number of intermediate cases beWeen the extremes of 
perfect competition and perfect monopoly, is due to peveral causes, such as 
the existence of few producerp of a commodity and of imperfect markets. The 
former is the lesult of refilnction imposed by the sale, concentration of owner- 
ship in raw" materials, or the need for a largo plant and outlay. The exist- 
enco of iiiiperfect matkcls m the result of consumers’ ignorance of transport 
costs which create for each producer a semv-indepemlent market composed of 
coiiBiimers nearest to his factory or shop, real or imaginary differences in 
quality or type of piodiict which each individual producer is selling, influence 
of advertisemoni and of facilities provided by different producers, and con- 
sumers’ own prclcrenct's in sorao cases for a higb price as a sign of quality. 
Imperfect competition may also anso when there are fc,w buyers for a com- 
modity. 

The classical economists, who did not fully understand implications of 
perfect competition w'hich they tacitly assumed, tended to regard competi- 
tion as a wholly beneficent influence calculated to bring about swift and 
tertam adjustment between production and consumption, the survival of 
the fittest and distribution of rewaids according to deserts. Imperfect com- 
petition however docs not allow these advantages to be fully reaped. It 
was also realized that complete Im^sez-faue, which seemed to be the logical 
corollaiy of freedom of competition, led to various evils, deliberate planning, 
regulation and regimentation of various kinds, is nowr almost universally 
regarded as necessary tn cope with these evils and to guide the force of 
competition so that it may operate to the best social advantage. 



IX 

^EXCHANGE : VALUE AND EXCHANGE 

§J,. Scope of the chapter. — ^In the introdactory chapter, wa 
hive already exaii\xxied the meaBing and scope of exchange as 
one of the mam divisions of economics and also its relation 
to production. We shall now first study the importance, bene- 
fits and conditions of exchange. We shall then show how at 
every stage there is the determination of value, and how the 
concept of exchange leads to that of value. 

§2. Importance of exchange and its benefits.— In the early 
epochs of civilization, members of a self-sufficing tribal group 
or of a family met their wants by their own direct efforts. 
Every member was engaged in the same occupation, although 
there was a certain elementary division of labour between the 
sexes. But as these groups expanded and the contacts be- 
tween them multiplied, the need for exchange became obvious. 
As communities gradually developed into villages, villages into 
towns and towns into nations, division of labour became more 
and more complex, and exchanges became wider and more 
frequent. Under modern conditions, we have an elaborate 
system of division of labour and we mostly live by the ex- 
change of our services and products for those of others. Pro- 
duction being mostly for exchange (sale), and rarely for the 
producer's own use, we must look upon wealth from the f>oint 
of view of exchange. Economic progress implies sjiecialization, 
and specialization in its turn implies exchange or marketing. 
The advantages exchange are mainly those of division of 
labour. The possibility of exchange enables nations and indi- 
viduals to specialize in those tasks for which they have the 
greatest aptitude or natural advantages. This makes for econo* 
my of effort and provides conditions favourable to the material 
prosperity of all. The conception of exchange gives rise to 
that of value and price, that is the ratio at which exchanges take 
place. 

1$. How and why exchange takee place.— As Jevons puts it, 
'exchange is the barter of the comparatively superfluous for 
the comparatively necessary*. People sometimes argue as if 
one of the parties to every exchange mxist necessarily lose. 
This view is, however, incorrect. A sounder idea is conveyed 
by the common statement that 'exchange is no robbery*, which 
suggests that both parties gain* The act of buying and selling 
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being purely ^luntey, we are as a rule entitled to say that 
both buyer and seller derive benefit from it. Each party is 
satisfied that what he receives in exchange is^ more valuable 
to him than what he has to part with. Suppose a farmer 
exchanges his surplus gram for the surplus cloth of a weaver. 
It 18 clear that the farmer values the cloth at least as much 
as, if not more than, las gram; and that the weaver values the 
grain at least as much as and possibly more than his cloth. 
The intervention of money does not make any difference. The 
farmer sells his surplus gram for money, and with this he pur- 
chases cloth and other requirements. Here we say that the 
utility of cloth to our farmer is not less than that of the money 
given. The above illustration serves also to emphasize certain 
conditions of exchange^ which are as follows : 

(i) First, each of the parties must desire the thing owned 
by the other. 

(ii) Secondly, both must be able to compare the satis- 
faction to be gained by jicssessing the thing desired with that 
derived from what uiuet be given up in exchange. 

(iii) Finally, both the parties must be able to command 
a surplus of the commodity over and above what they require 
for their own needs, and they must have a reasonable assur- 
ance of being able to exchange this surplus for something else 
that they may desire. 

§4. Exchange by sale and purchase.— In the course of econo- 
mic progress, exchange by barter is found to be attended by 
many inconveniences and is replaced by ‘money economy’, or 
exchange by sale for money, and purchase by means of money. 
For example, if our farmer possesses a cow and wishes to 
have a blanket, a ploughshare and a box, it is very unlikely 
that he could get all these three things from one man, and 
that this man should at the same time be in need of the far- 
mer’s cow. He may have one of the three things the farmer 
wants, but the cow is more valuable than this one thing and 
is obviously not divisible; the farmer cannot offer only a part 
of it in exchange. Therefore, no exchange would be possible. 
This difficulty is expressed by saying that exchange by barter 
requires double coincidence of wants (i.e. A must want what 
B possesses, and B must want what A possesses). When ex- 
changes become frequent and complex such double coinciden- 
ces will be very rare. On the other hand, if our farmer were 
first to sell his cow or grain for money, he could use this 
money to purcfjase cloth or a ploughshare or any of his other 
requirements whenever he chose to do so. The intervention 
of money, therefore, splits the barter into sale and purchase. 
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tot in the long run it Ims the same results as barter itself, 
namely, exchange of one set of commodities and services for 
another.^ 

The modern system of exchange thus requires money as 
the universal medium of exchange and the common measure 
of value* It is also obvious that it requires merchants to serve 
as middlemen linking up producers and consumers. It further 
requires means of transport, such as railways, roads and ships 
for moving goods from the place where they are produced to 
those places where tliey are wanted; and lastly it requires 
well-developed markets to enable buyers and sellers to come 
into contact with one another. 

The basic problem of exchange is the problem of value, 
that is, of the formulation of the principles which determine 
the ratio at which exchange takes place. We shall see how 
practically every problem in economics can in a sense be re- 
garded as a problem of value* 

§6. What is a market? — ^Before embarking upon the analysis 
of value, we must be clear as to what exactly we mean by the 
term ‘market’ in economics. Here we must first rid ourselves 
of the notion that the term market necessarily refers to a par- 
ticular and definite locality. The essential idea of a market 
is not so much some particular place (because, as we shall see 
presently, some markets are world-wide) as the presence of 
effective competition. What is implied is that buyers and 
sellers are in such intimate contact that the price of the com- 
modity in question tends to be uniform ibroughout the extent 
of the market. The contact is intimate in the sense that 
direct competition is possible. Buyers are bidding against one 
another and so are sellers. If prices are higher in one part of 
the market than in others this fact becomes instantly known 
to the whole body of sellers and purchasers. Sellers will then 
set about sending supplies so as to benefit by the higher prices. 
Buyers, on the other hand, will abstain from placing their 
orders in that part of the market where higlier prices prevail 
and will buy where prices are lower. In other words, supply 
will increase and demand will decrease in this part of the mar- 
ket, BO that the prices which have risen will come down, and 
eventually one price will come to rule in the market as a whole. 
The real distinguishing mark of a market, therefore, is this 
tendency towards the establisliment of a uniform price for the 
same commodity at the same time, the force securing this 
result being, as already explained, the existence of effective 

^ The difficulties of barter are again referred to in ch. x, §1. 
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competition. It is not suggested that prices ne^et vary as be« 
tween one part and another of the same market. But if the 
market is properly organized or, in other words, if it is a mar- 
ket in the tnio sense of the term tlien these variations will 
tend to be quickly corrected. 

§6. Conditions determining size of a market.— It is not very 
difficult to infer from what has been said above that a particu- 
lar market will be wide or narrow in response to the following 
main conditions : 

(i) Means of communication whwk enst between buyers 
and sellers. — ^In these days, the telegraph, the telephone and 
the wireless enable vast bodies of sellers and buyers to be in 
instant communication with each other, though they may be 
separated in space by enormous distances. Sellers and buyers 
oorne to know at once the state of prices in different parts of 
the market and proceed to buy or sell wherever it suits them. 
Under those conditions, it is easy to see how in respect of cot- 
ton, for example, such widely separated places as Bombay, 
Liverpool and New York constitute one market, and prices at 
all these centres tend to be the same at any given time. 

(ii) The pcrrtability of goods dealt with. — Even if I know 
that I can sell my cotton better at Liverpool than at Bombay, 
this knowledge will be useless to me unless I am in a position 
to transfer my cotton rapidly and without too much expense 
to Liverpool. Easy portability is thus an essential condition 
for the establishment of a wide market. 

(iii) Cognizability (or the ease with which a thing can 
be recognized).— So far as this matter is concerned, first-class 
securities and the j)recious metals enjoy an exceptional advan- 
tage. Although the buyer may not be on the spot he knows 
exactly what he is buying. There can be no mistake about 
the nature or the quality of the goods he is buying. It is ob- 
vious that in cases where it is necessary for the would-be 
buyer actually to see or handle the article because of the im- 
possibility of getting an accurate impression by mere descrip- 
tion, the market will be very restricted. The expedient of 
grading and sampling has latterly improved the conditions for 
such articles as wheat, cotton, pig-iron, etc, A sample may 
be sent (that is, if the commodity is homogeneous), or the 
commodity may have been classified into a number of grades 
so that everyone knows, for example, that Grade A stands 
for such and such a quality, Grade B stands for such and such 
another, and so on, and a bargain may be struck without the 
buyer actually being on the spot to inspect the commodity. 

(iv) There must be a large and steady demand for tMe 



gliBMBK’TAEi: OF BOONOHIO® 

mmmt>ditlf. Otherwise it will Bot have a wide and weltogan- 
ked market, 

(v) fhe cmimodity must be reasombly durable , that is, 
it must Bot go bad like butter or fruit in the process of transfer. 
Owing to the recent advances made in cold storage, many com- 
modifies are passing from the perisliable into the durable class 
and their market is consequently widening. We are, for ex- 
ample, already trying to find a market m England for our man- 
goes because it is now possible to protect tliem from damage 
in transit. In projxirtion as these conditions are fulfilled, 
commodities will have wide and highly organized markets in- 
stead of small and restricted markets. 

§7. Nature of speculation. — Speculation, or dealings in fu- 
tures, constitutes an essential and useful feature of modern 
markets. Such dealings take place on the (i) Produce Ex- 
changes (i.e. markets for commodities like wheat, sugar, coffee, 
copper, oils); (ii) Stock Exchanges (i.e. markets for invested 
capital, namely stocks and shares); and (iii) Bullion Exchanges 
(markets for the precious metals, that is, gold and silver). 

*By speculation is meant the purchase or sale of anything 
in the hope of profit from an anticipated change in its price/^ 
Its essence lies m the forecasting of price movements, and 
then buying or selling, as the case may be, for profit. The 
speculator concentrates and intensifies the forces which affect 
demand and supply during a given period. 

A highly gradable commodity like wheat or cotton, regu- 
larly in demand and produced on a large scale, is very suitable 
for speculative transactions, particularly if its supplies are inter- 
mittent or seasonal in character. 

§8. PriEOipal forms of speculation. — (i) A speculator, antici- 
pating a fall in price, may sell ‘short', i e. he mav enter into 
a contract for the delivery at a certain specified time, in the 
future, of goods not yet in his possession. Suppose that, in 
the speculator’s opinion, the price of cotton is likely to fall in 
three months’ time owing to the expectation of a bumper 
crop (in India, the TJ.R.A., etc.). The price of cotton (say in 
January) is Es. 250 per candy, but is expected lo fall to Es. 200 
in March. Our speculator will sell cotton for delivery three 
months hence (March) at a price, say Es. 240, fixed now. 
If ^ his forecast is correct and the price does fall, he can enter 
the market and buy cotton ‘spot* at Es, 200 (or even Es. 220 
or Es. 230) in order to fulfil the contract by which he agreed 
to sell at Es. 240, and thus make a handsome profit. Actual 
deliveries are rarely taken or given. Usually only the differ- 
* Beligmaa, op, cit., p. 360. 
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eiica bet wean the present end futoe price is settled, If several 
gpectilators thus sold ‘short*, their action wonld at once begin 
to depress prices, and a sudden slump in future prices wonld 
be avoided. This gradual fall would also stimulate consump- 
tion, and thus at any rate partially absorb the increased pro- 
duction of cotton. Speculators who speculate for a fall in price 
are technically called the ‘bears*. The ‘bears’ are interested 
m pulling down prices. 

(ii) A speculator on the other hand may buy ‘long’, i.e. 
will buy more for future delivery to Inmseif than what he 
cares to take or requires immediately. He will do this if he 
has reasons to anticipate a rise in price. Suppose a failure of 
the cotton crop is apprehended (or that there is exjiectation 
^of increased demand for it) and prices are exi>ecied to rise 
^ to, say, Bs. 300 a candy. Our speculator will, therefore, enter 
into a future contract requiring the other party to deliver 
cotton to him at a price fixed now, say Es. 250 or even Es. 260. 
If the price does rise to Es, 300, or is at any rate above 
Bs. 250 or 260 (i.e. the price contracted for), he will at once 
sell the goods at the higher price and realize a handsome profit. 
If several speculators bought Tong' in tliis way, tlieir action 
Would begin at once to send up prices and w^ould thus prevent 
a sudden spu-rt in prices in future. It would also check con- 
sumption and thus promote a better adjustment of demand to 
supply. Such speculators are called ‘bulls’. The ‘bulls’ specu- 
late for a rise and try to toss up prices. 

§9. Advantages of speculation.— Professional and regular spe- 
culation by intelligent people possessing expert knowledge has 
a very useful role to play in modern economic organization. 
Prom the above examples, it will be clear that the principal 
advantage of speculation lies in the moderation of fluctuations 
in market prices. It exercises a steadying influence on their 
course and prevents undue congestion of cither demand or 
supply at any one point. It may be said to link np the market 
price with the normal price. It prevents wild oscillations in 
prices by facilitating adjustment between demand and supply 
and thus benefits producer and consumer alike. ‘Speculation 
is a struggle of intelligence against chance’ and by its help 
forces wliich, left to themselves, would make themselves felt 
in too violent and jerky a manner, begin to operate at once and 
affect market prices gradually. 

Another advantage of speculation is in the assumption by 
speculators of |iske inseparable from production initiated long 
in advance of demand. Violent fluctuations in the prices of 
raw materials might upset all the (^Icnlations of manufacturers 
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and convert profit into loss through no fault of theirs. Here 
the professional speculator plays a very useful role by freely 
assuming risks and by entering into future contracts with the 
manufacturer for future delivery of raw materials (like cotton, 
or wheat) at a fixed price. This relieves the manufacturer 
of anxiety regarding a possible rise in the price of his raw 
materials which may involve him in loss. For, as often hap- 
pens, he may iiave enteied into a contract with some wholesale 
merchant to sell him the finished goods at a certain price and 
he must do so irrespective of any mcrease in his cost of pro- 
duction. The manufacturer being protected from this danger 
by the intervention of the si>eculator is enabled to concentrate 
his attention on his legitimate function as an organizer of in- 
dustry, The same results can be obtained by the manufacturer 
or business man himself resoi’ting to speculation and entering 
into what are called ‘hedging’ contracts. For example, when 
a miller is buying wheat for his business, he may also sell it 
for future delivery at the time when he expects to be ready 
with the finished commodity, so that in case the price of wheat 
falls, the loss caused by a consequential fall in the price of 
wheat-flour is made good by his gain in selling wheat at a 
price higher than the new low price ruling in the market. 

Speculation on the stock exchanges in securities of various 
kinds is useful in so far as it promotes investment of capital 
in the most promising lines of business. Investment as a 
whole is also promoted by the facilities for a ready sale of stock 
of all kinds. If a man lias purchased some shares, it is not 
as if his money were locked up for ever. If lie hap{>ens to be 
in need of cash, he can sell his shares on the stock exchange. 
§10. Evils of speculation. — Speculation in the hands of ig- 
norant, reckless and unintelligent persons, or in the hands of 
clever but unscrupulous speculators is, liowever, highly danger- 
ous and most harmful to society. The craving for getting 
rich quickly often leads people to gamble in securities and 
commodities as they gamble at cards or in lotteries, and their 
action results in violent fluctuationB in prices. Suppose, for 
example, that speculators who enter into transactions merely 
in a spirit of gambling and without giving any real study to 
the conditions of supply and demand, assume that prices are 
going to rise. Under this mistaken belief, they rush into the 
market and make extensive purchases with a view to profiting 
if the prices rise. But the real economic forces of which they 
have not been careful to take account may be forcing the 
prices down. The purchases of the speculators, however, will 
first send up the prices, so that the inevitable fall, when it 
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comes, will be unnecessarily steep and violent. Unscrupulous 
speculators sometimes try artificially to manipulate prices in 
their own selfish interests, utterly unmindful of social good. 
This kind of speculation is obviously anti-social.^ 

§11. Remedies^—Wliile the evils of speculation are thus very 
serious, it is by no means an easy task to BUggest remedies 
short of the total prohibition of all dealings in futures. And 
this IB certainly not desirable, even were it possible. The so- 
called anti-option laws prohibiting future transactions in grain 
in Germany have been either ineffectual or have done harm by 
interfering with legitimate speculation. Apart from close scru- 
tiny by resfx^nsible stock exchange committees, what is wanted 
IB a strong public opinion, which will not tolerate ignorant 
reckless gambling, because such gambling is often not only 
ruinous to those who actively participate in it, but also causes 
the most .serious inconvenience and liardship to the public in 
general. We must also endeavour to foster a higher standard 
of business ethics and a more developed sense of social respon- 
sibility. 

Approach to the problem of value.— Value always de- 
pends upon the interaction of supply and demand. In this 
connexion, we often meet with false or inaccurate statements; 
for instance, the statement that value dejiends on cost of pro- 
duction only. This is at once disproved by pointing out that 
much money may be spent in making an article and yet people 
whll not pay anything for it if they have no use for it. Again, 
let us supfxise tliat ilie cosi of production of an article A is 
twice as great as that of another article B. It may also hap- 
])en that the price of A is for some time twice that of B. 
Nevertheless, there is no guarantee that this proportionate 
relation of prices will always be maintained. It is a matter 
of common experience that relative prices of commodities are 
constantly clianging without any corresponding change in their 
cost of production. This happens because/ conditions of de- 
mand keep changing. For instance, if an illiterate commu- 
nity becomes literate, its demand for books will rise, and the 
prices of hooks may therefore be liigher.^ 

Similarly, the phenomenon of value cannot arise unless 
there is the supply side as well as the demand side. The plain 

* All these abuses of specuIatioB were amply illustrated by the Wall Street 
crash in New York in October 1929, which ushered in the world economic de- 
pression. 

* In practice tho tendency for prices <o rise is more than counterbalanced in the 
case of books, as a greater demand enables the costs of production to bo distri- 
buted over a large edition, and the pnee is often reduced. See §§18 and 28. 
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oommonsense meattiEg of this statement is that nnless it costs 
something to make a commodity it will not bear a price, how** 
ever much it may be desired by people. (The exceptional 
class of useful goods which do not involve any cost of produc** 
tion but which nevertheless bear a price because of their scar- 
city is so small that it may be ignored.) 

§lL Marshall’s statement of the theory of value.— We have 
already made a first approximation to a correct theory of value 
by explaining how value (or ‘price’ which simply means value 
in terms of money) depends both upon supply and demand. 
Marshall compares the phenomenon of value with the pheno- 
menon of cutting by means of a pair of scissors. The process 
of cutting requires the lower blade as well as the up|)er; both 
of them may not always be equally active but both must oper- 
ate. Similarly, the phenomenon of value cannot manifest itself 
unless the supply side as well as the demand side is present; 
although supply may exercise a larger determining influence 
under one set of circumstances, while demand may be the more 
important factor under another set of circumstances/ 

§14. The marginal theory of value. — Modern economic analy- 
sis has drawn pointed attention to the behaviour of both sup- 
"^piy and demand at the rnargm. Instead of simply saying 
that value depends on supply and demand, it is more accurate 
to say that it depends on marginal supply and marghicd de- 
mand. As we know, the supply of any commodity in a market 
is contributed not by one producer but by several, and the cost 
of production varies from producer to producer. But the price 
demanded in the market does not vary from producer to pro- 
ducer. We have seen that in the same market there cannot 
be more than one price for the same commodity. This uni- 
form price must be such as to satisfy all producers. If, how- 
ever, zt satisfies the man whose cost of production is the 
highest or the man who is least anxious to sell, that is the 
marginal producer, it must necessarily satisfy the other pro- 
ducers, From the side of supply then, the price is fixed by 
the marginal supply (that is, the supply of the marginal pro- 
ducer). 

^ 'We might as reasonably dispute whether it is the upper or under blade of a 
pair of seiBsors that cuts a piece of paper, as whether value is governed by utili- 
ty or c^jst of production. It iB\rue that when one blade is held still and the 
cutting IB elTccted by moving the other, we may say with careless brevity that 
the cutting is done by the second, but the statement is not strictly accurate, azid 
is to be excused only so long as it claims to be merely a popular and not 
strictly scientific account of what happens. ’—Marshall, Principles of Econo* 
imca, p. 348. 
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Similarly, among the consumers of a commodity there are 
jgome who are more anxious to purchase and are willing to 
pay or can afford to pay more than others. But, unless the 
more anxious as well as the less anxious consumers purchase 
tha commodity, the whole of a given aggregate quantity will 
not be sold. In order that it should be sold, the unifonn price 
must be such as to suit the least anxious among the purchasers, 
La. the marginal consumers. From the side of demand, there* 
fore, the price is fixed by marginal demand. Thus the actual 
price must be such that it represents both the marginal sup- 
ply and the marginal demand. 

Let us suppose that 300 units of a certain commodity x 
are required, and that the amount can be made up only if, say, 
three suppliers d, B, C, can be induced to bring in their sup- 
plies. Suppose for simplicity’s sake that each of them supplies 
100 units. The cost of production per unit of the commodity 
is as follows : 

For .4 ... ... Rs. 5 

For B ... ... Rs. 6 

For C ... ... Rs. 7 

C is here the marginal supplier who is ‘least wihing to sell', 

in the sense that he will ask for a higher price (namely, Rs. 7) 
than A OT B, Under these circumstances the one uniform 
price winch will satisfy all suppliers will be not less than Rs. 7. 
Therefore, we say that from the side of supply the price is 
fixed with reference to marginal supply. 

As regards the consumers, let us suppose the aggregate of 
300 units can be disposed of only if B, E, F, all offer to buy 
it. Since their circumstances are not the same, the price at 
which each will consider it worth his while purchasing the 
commodity will be different. 

D is prepared to pay Rs. 11 per unit and buy 100 units at 
that price. 

E is prepared to pay Rs. 10 per unit and buy 100 units at 
that price. 

F (rparginal consumer) is prepared to pay Rs. 7 per unit 
and buy 100 units at that price. 

The one uniform price which will suit all the three pur- 
chasers will be the one that is low enough to induce the least 
anxious of the consumers to purchase, that is, Rs. 7. Since 
D and E are prepared to pay Rs. 13 and Rs. 10 they will of 
course buy all the more readily if the actual price happens to 
be lower. ^ Thils for the given amount of a commodity, namely 
• We must BOt imagine that the more eager priTohaaers will go about shouting 
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300 units, wMch changes bands, the price must be such as to 
satisfy the least anxious producer whose contribution is neces- 
sary to make up the total, and it must at the same time be 
such as to attract the least anxious among the purchasers ■who 
must come in if the whole of the commodity is to be bought. 
In our example, Rs. 7 is this price. This price is calculated 
to give satisfaction to the greatest number of buyers and sellers. 
It will satisfy six people, namely T, B, C, D, E and F. The 
price of Rs. 5 will satisfy only four, namely, A among the 
sellers, and D, E and F among the buyers. The price of Rs. 6 
will satisfy five people, namely. A, B, D, E and F. The price 
of Rs. 11 suits only four, namely, A, B, C and D and Rs. 10 
suits only five. A, B, 0, D and E. 

§15. Divisions of the problem of value.— In the above .section 
we have given a general outline of the theory of value. Now 
we p'roceed to consider some imjKsrtant details of it. The pro- 
position that value depends upon (marginal) supply and (mar- 
ginal) demand, we shall find, varies as to its interpretation ac- 
cording to the ^riod we are considering. This leads us to the 
famous distinction between Market Value and Normal Value. 
§16. Market value and normal value.— Market value is the 
current price of a commodity, i.e. its price at any moment, and 
may be regarded as the temporary equilibrium price (balanc- 
ing temporary demand and supply). On the other hand, the 
normal value of a commodity is the price which economic 
forces will bring aboul in the lung run and may be regarded 
as tile normal (long-period) or permanent equilibrium price 
(balancing normal demand and supply). We shall discuss the 
two cases separately. 

§17. The equilibrium of demand and supply in the case of 
market value. — A diagram such as Rig. 8 is commonly used to 
illustrate bow market price is determined : 

In the above figure quantities are measured along the line 
OX and prices along OY. is the supply curve. It slopes 
upwards, showing tliat larger supplies are attracted as prices 
rise, thus inducing the less anxious among the sellers to bring 
in their supplies. DIV is the demand cun>'e. It slopes down- 
wards, showing that larger quantities will be demanded as 

that they would really ho prepared to pay more than the raarhet priee. Simi- 
larly, the moro anxious among the sellers would not proclaim from the house- 
tops their willingness to accept lower prices if necessary. The higgling of 
the market consists in each party concealing hie eagerness as far as possihle 
60 as to get the best of the bargain. Bat all the same, after a series of ten- 
tative approaches, the equilibrium price, appropriate to a given position of 
supply and demand, establishes itself. 
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prices fall, thus iiiduciBg the less anxious among the purchasers 
to buy. AH is the only price -which will reconcile the opposite 
points of view of the suppliers and the purchasers. At that 
price the quantity offered for sale coincides with the quantity 
which purchasers are willing to take. AH is the equilibrium 



Fro. 8. — DiAGitAMMATir Heiuieskntatiox of now Maeket Value 
IS Deteeminei) by the Balancing of Demand and Supply 

price, so called because once established it is not likely to be 
disturbed. Any other price is unstable or likely to be dis- 
turbed. For example, take a higher y>rice, namely A^Hh At 
this price OC is supplied but only OfP is demanded. That 
IS, sellers are more anxious to sell while buyers are less anxious 
10 buy. So prices will come down until again the stable price 
AH is reached. Similarly any price lower than AH is un- 
stable. For instance, at price FF only OF is supplied, while 
OK is demanded. That is, buyers are more anxious to buy 
and sellers are less anxious to sell. Therefore the prices will 
rise until AH is reached again. The principal thing to be re- 
membered in the case of market value is that here supply 
means supply in hand or in sight, i.e. stocks already on offer 
in the market including any changes in them that could pos- 
sibly be effected almost at once. The fact that the quantity 
actually available at any given time has to be taken as tin- 
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changeable for the time being has imjportant consequ<Snces. I'ot 
instance, supposing that for some reason demand for the com- 
inodit|^% question rises (that is, people are prepared to pay a 
liigheiT' price for the same quantity or to purchase larger quan- 
tities at the same price), what will be the immediate effect? 
We can confidently answer this question by saying that the 
immediate effect will be a rise in price. This is how market 
value is affected, 

§18. The equilibrium of demand and supply In the case of 
normal value. — But the question as to what will be the effect 
of this in the long run, or m other words bow normal value 
will be affected, cannot be answered so briefly or so confidently. 
The higher demand and higher price, if they persist for any 
length of time, will influence the supply.^ Because of the 
higher price more capital will flow into the industry, existing 
establishments will be enlarged and new establishments will 
appear. Supply, though it cannot be increased immediately, 
will thus eventually be increased. We cannot say off-hand what 
will be the effect on price of this increased supply, because 
that will depend on the conditions governing the production 
of the commodity. If the Law of Diminishing Beturns is in 
operation, the rise in price (which, as we saw, must occur im- 
mediately if demand is keener) will be permanent. If the 
Law of Constant Eeturns is in o]Xjration, there will be no 
change in price. Only more will be sold at the same price. 
But if the Law of dncieasing Returns is in operation, this 
means that with the increase of scale of production the cost of 
production i)er unit will go down, and therefore the price also 
will be lower. So the long-period effect of the increase of 
demand may be (i) a higher, (ii) the same, or (hi) a» lower 
price, according to these different circumstances. 

The matter can be argued on the same lines on the assump- 
tion that there is a fall in demand. The immediate result of 
this will be that the market price will be lower than the cost 
of production. Because, while demand has fallen, supply can- 
not immediately be curtailed appreciably. The stocks that 
are there must somehow be got rid of. It also takes time to 
transfer capital and labour from one kind of production to 
another, that, in spite of lower prices and lower profits, 
practically the same quantity will for the time he offered for 

‘ This, of course, does not apply to goods the supply of which cannot possibly 
b© increased, e.g. paintings of old masters or old coins. The majority of goods, 
however, are of the reproducible type, i.e. they are being constantly produfsed 
and constantly consumed, and most of our reasoning in economics is in con- 
nexion with this type of goods. 
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^ale- Bwt ultimately^ the process of the transfer of capital and 
labour and curtailment of scale of production will mak? itself 
felt, and supply in the market will fall off. Whether final 
effect of this falling off will be a higher or lower or tK| same 
price will again depend on which of the three Laws of Pro- 
duction is m operation. Assuming diminishing returns, a 
smaller supply will mean a lower price. With increasing re- 
turns, a smaller supply will raise the cost of production and 
therefore the i>rice. With constant returns, the price will 
remain the same; but the quantity sold will be less. 

§19. Determination of normal value under the three Laws of 
Returns. — The diagrams of Fig. 9 illustrate how normal value 
is determined and bring out the influence of the Laws of Re- 
turns on normal value. Suppose demand has risen from 
to then (i) with Diminishing Returns (or Increasing 

Cost) the new normal equilibrium price will rise from P^P to 
ICN (as in diagram a) ; (ii) with Increasing Returns (or Dimin- 
ishing Cost) it will fall from P^P to KN (as in diagram b); 
and (hi) with Constant Returns (or Constant Cost) the new 
^equilibrium price will be the same as before (as in diagram c). 

If we want to consider the effects of a fall in demand we 
can reverse the above argument and suppose the original de- 
mand is represented by I)“D^ It now falls to DD\ Then 
(i) with Diminishing Returns the new normal equilibrium price 
will fall from KN to P^P (as in u), (ii) with Increasing Re- 
turns, it will rise from KN to P^P (as in b), and (hi) with 
Constant Returns it will remain unchanged (as in c). 

§20. Conclusions regarding market and normal value.— Be- 
cause, generally speaking, supply cannot be adjusted at once 
in response to changes in demand, we say that for market value 
demand is more influential tlian supply, i.e. the marginal utili- 
ty to consumers of the available supplies mainly governs value. 
That is, price may for a time be out of relation to cost of pro- 
duction, With normal value a sufficiently long time is assura- 
od for economic forces to work themselves out and fully adjust 
the supply to a given change in demand, and therefore wc say 
that here supply is more influential than demand. That is, 
price must in the long run correspond to the (marginal) cost 
of production. We must, however, again emphasize the truth 
that in market value as well as in normal value the supply 
and the demand side are botli there, as they must be in every 
phenomenon of value. ^ 

Market value is detennined by the conditions of supply and 
-demand actually effective at any given time. But with every 

See §18. 

1^11 
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(c) CONSTANT COST (OR CONSTANT RETURNS) 


aki> bxoAaho® 

day that pagw there may be some little adjustment on the 
side of supply, so that gradually market value will be drawn 
towards normal value. ^ The greater the degree of adjustment 
the more will market value approach normal value. The more, 
readily the supply can be increased or decreased as required, 
the quicker and closer will market price conform to cost of 
production. 

Again, there may be certain temporarj^ influences which 
may act upon market value, pushing it up or down* For ex- 
ample, supjxise there is a boom in cotton; speculators start 
buying it feverishly and this will send up the prices. But 
when more normal conditions of demand are restored the prices 
will again come down to their usual level. It is in this manner 
that market value is spoken of as hovering round normal value. 
In short, market value reflects the conditions of demand as 
they exist at any given time. Normal value reflects the more 
f>ermanent conditions of demand and supply, enough time 
being allowed for their effects to be fully worked out. It will 
thus be realized that the time element plays a very important 
part in the theory of value and that on it is based the distinc- 
tion between market value and normal value. 

If we firmly grasp the idea that both supply and demand 
are fundamental causes of value, we shall be able to see the 
iallacies of some ot the earlier theories, most of which erred 
in emphasizing either the supply side or the demand side to 
the exclusion of the other. Thus the Utility Theory of Value 
was mistaken because it ignored the supply side and made it 
appear as if value depended solely on utility or demand. The 
Labour Theory for the Cost of Production Theory) was mis- 
iaken an that it neglected the demand side and placed exclu- 
sive emphasis on the supply side as the determinanUof value. 
The correct theory of value is the Marginal Theory as explain- 
ed above, which brings out the significance of both supply and 
demand. 

§21. Cost of production. — We may now pi’oceed to analyse 
fuidher boiiie of the tenns and ideas used in the preceding sec- 
tions, We will first consider the conception of cost of produc- 
tion. In the first place, a distinction may be drawn between 
(i) real cost of produdim, which means the actual efforts and 
sacrifices of various kinds required for the production of a 

^ With ©very change jn conditions of supply and demand there will be a new 
normal value towards which market value will move. But the mam point 
to remember is that every given position of ©upply and demand has its normal 
value, and the market value tends to approximate to the normal valhe whicli 
is normal with reference to this particular position. ' 
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mmmodity, and (ii) money cost or expenses of produeiion 
which means the money payments for these different efforts 
and sacrifices in the form of wages, interest and profit. Ir 
economic discussions, the term 'cost of production' is ver> 
often used in the sense of expenses of production. But if wc 
are particular, the latter term should be used only when 
mean the money costs. A further distinction is drawn betweer 
(i) prime ^ special, or direct cost, and (ii) supjdementary or on^ 
costs. The prime, special or direct cost refers to such items oi 
the cost of production as vary in direct proportion to the out* 
put (e.g. the amount of raw materials consumed, the labom 
power required, and the wear and tear of machinery involved) 
The supplementary costs (on^costs) include those standing 
charges on account of durable plant, salaries of the superio] 
employees, and other establishment (overhead) charges whicl 
must be incurred whatever the volume of the output. These 
two elements together make up the total cost of a commodity 
and price in the long run must cover this total cost, althougl 
daring short jieriods of depression, or excessive competition 
things may be sold at less than the total cost at a price jusi 
sufficient to cover the prime costs. But unless in the long rur 
the price covers the total cost, production will cease. 

§22. The Representative Firm.— We have said above thai 
marginal supply (which is the same thing as marginal cost' 
determines the supply price of a commodity. It is the cost oJ 
that unit of the supply which is just worth the jxroducer'j 
while to offer or contribute to the market. In every industr) 
the costs of different producers are different. Some have ex- 
^ ceptional abilities and other advantages and their costs are low. 
Some may be just struggling into business with the greatest 
handicaps in these respects and are thus leading a precarious 
existence. We cannot, therefore, regard the conditions o) 
supply by such individual producers or firms as typical of the 
industry. As Marshall suggests, we must leave aside botl 
these types of producers or firms, and select what may be 
called an average or 'Representative Firm, which must be one 
which has had a fairly long life and fair success, which h 
managed with normal ability, and which has normal access tc 
the eccnomies, external and internal, which belong to thal 
aggregate volume of production*/ It is the cost of productior 
of this average or mature representative firm that determines 
the normal supply price of a commodity. The superior firms 
conducted by men of extraordinary ability or enjoying othei 
exceptional advantages, will therefore make extraordinary pro- 

* Marshall, Principles ef Eocmomics, p. 817. 
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fits, Th© most inefflcieiat firms will sooner or later be elimina- 
ted^ and their costs do not determine price. They are under- 
sold by the better-managed firms with lower costs, and are 
eventually pnshed owt. One of the advantages of perfect com- 
petition is such elimination of unfit firms and the survival of 
'optimum’ or 'representative’ firms. The true marginal cost, 
therefore, which governs price, is the cost of production per 
unit of the output in the representative firm. 

§23, Values of complementary goods*— We have so far con- 
sidered simple values of goods considered separately. We shall 
now proceed to consider the question of values of complemen- 
tary or connected goods. Goods which are combined so as to 
form an economic whole are called complementary goods. Let 
us first consider the values of complementary goods on the de- 
mand side and then on the supply side. 

(i) Joint demand , — ^Things are said to be in joint demand 
when what is wanted to satisfy certain kinds of demand is not 
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a single article but a combination of articles (e,g. ink and 
pen, golf clubs and golf balls, pipe and tobacco). Then again 
a demand for a finished commodity involves an indirect or 
derived demand for its factors of production. Thus the demand 
for bread involves a joint demand for land, seed, labour, agri- 
cultural implements, transport, etc. (see Fig. lOu). 

An increase of demand for the ultimate product will gener- 
ally bring about an increase in the prices of the constituent 
factors, but the increase is not necessarily ^hniform. That con- 
stituent will increase most in price whcwse supply m compara- 
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lively difficult to increase and which m also indispe0sable4 It 
is clear that this constituent will absorb the greater proportion 
of the increased price of the ultimate product. Any constitu- 
ent whose supply is plentiful and can be easily increased will 
show a comparatively small rise of price. 

(ii) Composite dcmand.--^Deraand is said to be compo- 
site when a commodity is in demand for two or more different 
purposes or uses. Thus the demand for coal is compounded 
of the demand for it in households, in factories, in railways 
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STEAM IN factories ON RAILWAYS 

STEAMSHIPS Etc 

Fig. 10[k — Composite Demand 

and in gasworks (see Fig. 10b). Similai*!}^, man} raw*^ materi- 
als like rubber, leather and steel can be put to different uses 
and the demand for them is therefore composite. The price 
of such an article is fixed by the competition of its buyers for 
the several uses. 

(iii) Altermte demand . — Demand is said to be alternate 
when it can bo satisfied in alternative ways. Thus the demand 
for light is an alternate demand for electric and gas or kero- 
sene-oil lights. The demand for hot drinks is an alternate de- 
mand for tea and coffee. The price of one influences the price 
of the other. If tea rises in price consumers will, to some ex- 
tent, substitute coffee for tea. But this in its turn will raise 
somewiiat the price of coffee. 

(iv) Joint supply {cost ). — We shall now consider com- 
plementary goods on the supply side. Corresponding to joint 
demand we have joint supply when the supply of one article 
necessarily involves the supply of another. Wheat and straw , 
cotton and cotton seed, gas and coke are examples of joint 
supply (see Fig. llo). The costs of production are here charge- 
able jointly to the articles produced in combination. The rail- 
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way service offers a case of joint costs, since most of tbe stand- 
ing <3oste are jointly iiicurred for goods and passenger traffic, 
and for mail and j^Bsenger trains, A paBsenger train may 
liave first, second and third class carriages, but the greater 
part of the cost of running the train is constant and does not 
vary much according to whether the train consists of different 
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Fig. 11a. — J oint Supply 


classes or not. For instance, the cost of maintaining the per- 
manent way and the cost in connexion with the establishment, 
mciuding stationmasters, signalmen, etc., have all to be in- 
curred without reference to whether the train has only one 
class or more. The railways require a large fixed capital which 
is pul to varied purj>oses, such as carrying goods or carrying 
passengers. Certain simple rules regarding the prices of joint 
products may be stated : 

(a) The prices of the joint products must together be 
enough to cover tlie joint costs of , production. 

(h) But the apportionment of price depends upon the 
relative demand for the commodities jointly produced, i.e. on 
the marginal utility of each. Thus usually the demand (mar- 
ginal utility) for a pound of cotton is greater than that for a 
pound of cotton seed and, tlicrefore, the former sells at a 
higher price and tlie latter at a lower price. If, further, the 
demand for cotton increases there will also be an increased 
supply of cotton seed along vitli that of cotton, and the price 
of cotton seed will go down, but the price of cottop will rise 
and thus the joint prices of the two commodities will be such 
as to coYer the joint costs. 

(c) Usually each article entails some special cost to make 
it marketable and it is clear that it must sell for at least its 
Special cost. 

The principle of joint cost is found to have a wide applica- 
tion today owing to the growing influence of chemical science, 
which is malnng possible the wide-scale utilization of by-pro- 
ducts. 
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(v) Composite supply. — Supply is said to be composite 
when a thing is produced from several rival sources. Thus 
sugar is manufactured from cane and beetroot ; conveyance in 
a modern city is supplied by various means like trains, taxis, 
horse carriages, trams (see Pig. 11 h). As Marshall says: ‘A 
demand can often be satisfied by any one of the .several competi- 
tive routes, according to the principle of substitution. These 
various routes are rivals or competitors with one another. . . 
But in relation to the demand they co-operate with one another ; 
being “compounded” into the total supply that meets the de- 
mand.’^ The principle of substitution, as seen above, exercises 
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a moderating influence upon the prices of the several comple- 
mentary supplies. 

(vi) Alternate supply . — Supply is said to be alternate 
when a given set of factors of production can be used to turn 
out more than one class of goods, though only one at a time. 
Thus land can be cultivated alternately so as to yield a crop 
of wheat or barley, or may be put under grass, whichever use 
IS more profitable for the time being. 

The foregoing survey of complementary goods shows how 
their range is extensive and is constantly expanding in the 
modern economic organization, making the values of many 
individual goods dependent on the values of other goods. The 
theory of value, however, is not fundamentally affected by this 
complication - 

§24. What Is a monopoly? — Monopoly is the negation of com- 
petition. When the whole, or practically the whole, supply 
comes from one producer, he can fix any price that may suit 
him best. Under competition each producer has to take care 
that his own prices are not higher than those quoted by his 

^ Principles of Econtmmi p. 390. 
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rival®. Monopoly thus implies effective price control — nsmlly 
on the part of the producers.^ 

§25. Classes of monopolies. — Chapman® suggests the follow- 
ing classification of monopolies : (i) Natural, (ii) Social, (iii) 
Legal, and (iv) Voluntary. 

(i) Natural mmopdies arise as the result of limitation 
of nature’s supply of raw materials. The supply may be 
small and confined to certain parts of the globe (e.g. diamonds 
m South Africa, oil wells in Iran, Burma, the U.S.A., and 
water-power sites as in the Western (Iliatsl. 

(ii) ^cycial monopolies, — Competition is regarded as un- 
desirable in the case of certain public utility or quasi-public 
enterprises. In such cases it is either not allowed at all or 
is strictly limited on grounds of economy and public conveni- 
ence, e.g. a. number of competing railways covering the same 
tract would be uneconomical and inconvenient to the communi- 
ty at large. 

(iii) Legal monopolies arc those created by law' for pro- 
moting general progress and encouraging invention (e.g. patents 
and copyrights conferred upon inventors and authors, and trade 
marks). Some social monopolies also enjoy legal support (e.g. 
railway companies require legal permission to lay down the 
railway track). 

(iv) Finally there are the voluntary numopolies which 
arise (a) from the absorption by one business unit of other 
business uhits, or from elimination of rivals by cut-throat 
competition, or {h) from the purchase of comjieting businesses 
or from more or less voluntary agreements between differ- 
ent firms. These monopolies broadly fall under two classes, 
namely trusts and cartels, which w^e have already dealt with.'** 
§ 26 . Monopoly value compared and contrasted with compete 
tion value. — A monopoly may be defined as a condition of pro- 
duction in which a single person, or a number of persons act- 
ing m combination, have jxiwer to fix the price and to leave 
the demand to determine the quantity that can be sold at 
that price (or to put it the otlitT way round, the power to fix 
the quantity offered for sale and sell it at sucli a price as is 
necessary to induce the purciiasers to buy the whole of that 
quantity). The monopolist producer and the producer under 
comi>etition are both moved by the same desire, namely the 
desire for the maximum profit obtaihable in the given circum- 

‘ Monopolies may sometimes arise on the demand side, i.o. we may have buyers’ 
monopolies when ifchere is only one buyer or a number oC buyers combine and 
are in a position to dictate prices. Such eases, however, are comparatively rare. 

* Op. cit., pp. 148-4. * See ch. viii, §37. 
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^tH/Boes, Under competition, howew, each producer hag to 
reckon with rivals and, as we have already seen, the price 
under these oonditious will approximate to the expenses of 
production. The monopolist, on the other hand, can, in theory, 
fix the price at any level he chooses above the bare expenses 
of production. He luib no need to fear that somebody else will 
undersell him and attract all the consumers to himself. Un- 
der competition the (marginal) expenses of production give the 
minimum below which the prices will not fall as well as the 
maximum beyond which they will not rise. Under monopoly 
the prices will ot course not be less than the expenses of produc- 
tion, but theoietically they are subject to no maximum limit. 

It would, however, be a mistake to supjxise that the mono- 
polist’s interest always lies in pushing up his prices higher 
and higher; for he must consider the effect of such a proce- 
dure on demand, which wdl shrink as prices rise. In fact, on 
the demand side, the problem of value under monopoly re- 
mains the same as under competition. The Law of Demand, 
which tells ns that m the case of every commodity, to a greater 
or less extent, every rise in price will cause demand to con- 
tract and that every fall will similarly cause it to expand, 
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Fig. 12 . — Diagram Illustrating tiil Monopolist's 
Limitations In Price or Output 


remains in operation under monopoly as under competition. 
If the monopolist therefore desires a very high price, he must 
restrict bis supplies. At any given time, every conceivable 
price is linked together with a certain definite quantity which 
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«i,lom be sold at that price. The monofoliH cm pjc either 
the price or the output but not both. 

In Pig. 12, BD^ is our usual demand curve. Aecordiiig to 
this figure the monopolist cannot, for example, fix his output 
at ON® and exi)ect to be able to sell it at price KN per unit. 
If he decides to fix the price at KN, the output is automati- 
cally fixed for him, because at price KN he can only sell 
<juaiitity ON. Or, which comes to the same thing, he can 
decide on output ON, in which case he finds that the price 
must be KN, because he wull not be able to sell quantity ON 
at any price higher than KN, however much he may wish 
to do so. Out of any number of possible prices the monopolist 
endeavours to choose that price which yields him the highest 
net income or the highest net monopoly revenue. ‘Net mono- 
poly revenue’ means tlie total amount realized at a certain 
price minus the expenses of producing tlie quantity that can 
be sold at that price. The expenses of production, it must be 
remembered, include among other things normal profits secur- 
ed under conditions of competition. 

§27. Considepations govepning monopoly value.— In the ex- 
amples given below (A, B and C) the considerations determin- 
ing the price and outjmt yielding the highest net monopoly rev- 
enue ljn\e been indicated in each ease. 

We cannot saj otf-hand whetlier the monopolist stands to 
gain most by a comparatively high price or a comparatively 
low price, Without studying the demand and supply schedules 
of the commodity in cjnestion. Other things remaining the 
same, the monopolist’s interest lies m (0 securing as high a 
price as possible for each unit sold, while at the same time 
(ii) selling as large a quantity as possible, and (iii) reducing 
as much as jxissible the cost of production per unit. 

(A) In the case of a commodity the demand for which 
is inelastic, prices may be raised without the demand being 
appreciably curtailed m consequence. If the commodity is 
also subject to the Law of diminishing Returns, so much the 
better for the monopolist. Because even if the demand shrinks 
to some extent as the result of a rise in prices, this may be 
more than counterbalanced by the decrease in the cost per 
unit of the smaller output, 

(B) Similarly, tlie interests of the monopolist are likely 
to be best served by fixing prices at a low level in the case 
of elastic demand and increasing returns. For the lowering 
of the price in this case is likely to be more than offset by 
expansion of demand, while the increased output will mean 
decreased costs of production. 
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(C) Finally, in the case of articles subject to the Law 
of Constant Eeturus, the monopolist can almost exclusively 
concientrate his attention on demand since there are no changes 
in cost, which indicates only the lower limit to the price which 
will be fixed according to the elasticity or inelasticity of de- 
mand. If demand is elastic, price will be low, if inelastic, 
price will be high. 

Thus in all cases of monopoly value, the monopolist must 
carefully weigh two main factors : (i) the nature of the de- 
mand, and (ii) the expenses of production per unit. 

§28. Illustration of monopoly value.— Finally we may give 
an example to show how price would be fixed in practice by 
the monopolist. Let us take the case of copyright books with 
elastic demand and subject to diminishing cost (Case B above) : 
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From this example it is clear that neither the highest price 
(Ks. 7^) nor the lowest one (Bs. 4.p per copy will yield to the 
monopolist the maximum monopoly gain. The medium price 
of Es. C per copy will be the most suitable price since it will 
yield the highest monoi>oly profit (Es. 6,00(0. the number of 
copies sold being 6,000. 

In Fig. 13 the data given above are graphically illustrated. 
The three alternative prices are PK, and P“K®. The 

siiaded rectangles represent the net monopoly gain in each 
case. Kectangle 11 represents the largest monopoly revenue, 
thus showing that is tlie best price for the monopolist. 
Under competition the price would be fletermmed at the point 
of intersection of SS^ and namely at and would be 
Similar diagrams could be drawn to illustrate the deter- 
mination of monopoly prices under increasing cost and con- 
stant cost. How far the monopolist succeeds in hitting upon 
just the price which mil maximize the net revenue depends up- 
on the correctness with which he can make his calculations re- 
garding the reactions of demand to varying prices and the cost 
of producing difi'erent quantities. To some extent be may be 
able to base his estimates on actual experiments with different 
prices and quantities, but largely he will have to depend upon 
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his insight and business acumen in deciding which prices will 
be most fffofitable. 



QUANTITY SOLO 

Pig. 18 . — Diageam Iuatstkating tub Determination of Mono- 
poly Price tjndfji Inciieabing Eeturns (oe Diminishing Cost) 

^ 29 . Is monopoly necessarily detrimental to the consumer?— 

The popular notion is that a monopoly must necessarily be 
injurious to the interests of the consumer because it is sup- 
posed that the monoj>olisCs prices will usually be higher than 
competitive prices. But this need not always be so. In the 
hrst place, the cost of production under mono]:x)ly may be 
distinctly lower than if the same aggregate output were to be 
produced by a number of comparatively small competing pro- 
ducers. Even under competitive conditions, large-scale pro- 
duction is of course jxissible; but it is easier to realize its well- 
known economies under monopoly than under competition, by 
'concentration of the best-equipped plants which are worked 
regularly at high pressure', by 'standardizing the product or 
the ser\dce, and thus increasing the general productivity of the 
organization’. An individual producer may again be deterred 
from introducing improvements because these are very soon 
copied by his rivals. A monopolist, on the other hand, is sure 
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o^ himBelf reaping the whole benefit of my of hfe eoommM 
devices and therefore be is readier to adopt them- While all 
these economies will send down the cost of prodnction below 
the competitive level, the monopolist may find his greatest 
gains in selling a large output at as low a price as possible, and 
the resulting price may actually be lower than under competi- 
tion- Here the interests of the monopolist and the consumer 
happen to coincide. But even when the immediate advantage 
of the monopolist may seem to lie in fixing a pretty heavy price 
there are several considerations which may lead him to keep 
the price within moderate limits. We may mention some of 
these restraining influences : 

(i) The possibility of substitution. — Goaded by too high a 
price consumers will try hard to find some substitute and often 
succeed in doing so, 

(ii) The monopolist by his iactlessness may drive consu- 
mers to combine against liim. 

(iii) The public resentment due to his action may lead 
to Government interference and regulation. The Government 
may even decide to take over the industr} itself. 

(iv) Competitors, who may not be there in the begin- 
ning, may at last appear. From the high prices charged ))y the^ 
monopolist they will infer high profits and try to share therm 

(v) Occasionally the monojiohst may liappen to be a man 
wlio has a social conscience. He may desire to (‘oml)ine reason- 
able profits for himself with the promotion of public welfare 
throimh moderate prices. It is natural that this solicitude for 
public welfare should be exj>ected more as a matter of course 
when the monopoly is in the liands of tlie State or a public 
body like a municipality.* 

§30. Evils of monopoly* — Although, as shown aliove, monopo- 
lies need not necessarily be detrimental to the interests of the 
consumers, there is a good deftl of |:x)pu1ar prejudice against 
them and some explanation of this facd is necessary. Part of 
the explanation is that the monopolist often shows a thought- 
less preference for unreasonably high prices, where low prices 
would in reality be more advantageous even from his own 
purely selfish point of view. He generally acts by rule of thumb 
without careful and mtelJigent calculation and on the mistaken 
assumption that tlie higher the price, the greater must be the 
benefit to himself. Another evil assoidatcd with monopoly is 
price discrimination, that is, charging different prices to differ- 
ent people in the same market (a thing wdiich cannot oc(?ur 
under competition), or different prices in different areas in the 
‘ See ch, 3cvn; also read Marsh*ll, Pnmiphs of Ecofiomi{*s, pjp. 48S-9. 
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same ccmutty.^ Diserimmatioii between one customer and an- 
other may be prompted by the desire on the part of the mono- 
polist as far as possible to absorb the whole of the consumer^ 
surplus. If, for example, in the judgement of the monopolist 
customer A will be prepared to pay Es. 10 for the article, he 
will charge him Es. 10; if customer B is only prepared to pay 
up to lis, 7, he will charge him Es. 7 and so on. (The first 
edition of a novel is often highly priced and is followed by 
a cheaper edition.) Or it may simply be due to favouritism 
— ^favouring powerful customers and tyrannizing over weaker 
ones. Lastly, monor)oly may spell stagnation in industry. With- 
out the stimulus of competition producers are likely to be un- 
enterprising and conservative and the industry will therefore 
remain in a backward condition. “ 

Another danger from monopoly is that the powerful mono- 
polistic combinations may be a source of gi'ave menace to the 
State and may use political corruption to secure their eccls.^ 
§31. Value under imperfect competition. — The question of 
value has been discussed above first on the assumption of per- 
fect competition and then on the assumption of complete mono- 
{K)ly. There are, howes^er, intermediate positions between 
these two extremes commonly to be met with m real life and 
we have now to see how value is determined under conditions 
of imperfect competition. 

An important implication of ‘perfect competition' is that 
no single seller or single purcha«ier is able, by his individual 
fiction, to influence the price except to a negligible extent. 
Suppose, for example, that 10,000 units of a certain commodity 
are sold by 10,000 sellers to 10,000 purchasers, each seller sell- 
ing one unit to one j>urchaser. Let us imagine that an indi- 
vidual seller increases the amount he offers for sale as much 
as 300 per cent. This would merely mean that the total quan- 
tity on sale is 10,(X)1 instead of 10,000. The increase would 
therefore be too slight to bring down the market price. A 
decrease of quantity on the part of a single or a few sellers 
would likewise have practically no effect in raising the price. 
Similarly we can argue that individual purchasers would have 
iXo power to influence the price by even considcjable variations 
in their demand. 

Competition among suppliers may, however, be imperfect 

^ Tb© variant of this practice under v’bicb lower prices are charged for the 
same goods m foreign markets as comparod with those in the domestic mar- 
ket, known as ‘duppingX is discussed in ch, xii, §11. 

As the leader will notice in oh. xii, §10, this is one of th© principal argu- 
ments against protectionism. ’ ck* viii, §^. 
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becaose (e.g.) instead of being numerous they are few in nmn- 
ber; whether the reason for this is legal restriction or the 
heavy initial outlay of capital necessary for certain enterprises 
like railways, or anything else. When the number of producers 
is thus small , each will be in a position to estercise a powerful 
influence on price. In the above example, if the 10,000 units 
supplied by four producers each only producing 2,500 units, a 
300 per cent increase in the supply by one of them would mean 
an increase of 2,600 units and therefore an appreciable fall 
in price; similarly a 100 per cent decrease would mean an 
appreciable rise in price. 

It is of course true that although the number of competi- 
tors may be small, competition among them may be intense. 
But the fact that they are few in number makes combinations 
among them possible, and by common agreement they may 
restrict the total supply and bring about a rise in price. But 
even apart from such agreements and understandings, the fact 
is imjx)rtant that when supply is in the hands of only a few 
producers, each is in a position to vary considerably the total 
amount offered for sale and thus materially to influence the 
price. Under perfect competition so far as any individual 
producer is concerned, the market price has to be taken as 
something invariable and beyond his control. 

Another implication of perfect competition is that consu- 
mers always know at what prices a commodity is being sold 
in different parts of the market and will make their purchases 
where the lowest price is quoted. But for various reasons this 
may not actually happen. Sometimes consumers may not know 
the prices in different places. Or again, although the prices 
in certain places may be lower, the cost of bringing the com- 
modity to the consumer may be prohibitive. Finally, owing 
to irrational prejudice against particular sellers, consumers may 
not buy from them although the article is exactly the same 
and is offered at a lower price. 

Under i)erfect competition, the most powerful method by 
which each competitor can hope to make headway against his 
rivals is to sell his article cheaper. He must therefore try 
to reduce his costs as much as possible. Up to a point this 
can be done by increasing the scale of production. It is worth 
while producing more so long as this brings down the average 
cost per unit. Production will be expanded until the process 
of reduction of average cost ends and the cost of the last unit 
added neither brings down nor increases the average cost, that 
is to say, until it just equals the average cost. Since every 
unit can only be sold at the prevailing market price, production 
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will stop at a point beyond which am additional unit wonl'd 
rais© the average cost. For example, if the costs of snccessive 

BBitu w 7, 6^ 2, the average cost is -- — g — 5. If tlie wxt 

unit costs 6, the average cost will not go up* But if another 
unit is added and it costs more than 5, say 6, the average cost 

will be more than 5. It will be ^ = SJ. Therefore 

it will not be produced. Under perfect competition, thereforei 
the following equation holds good : Prices Average Cost (of 
optimum or representative firm) -Marginal Cost (i.a. cost of 
the last unit produced). 

Under imperfect comj>etition, however, this link between 
price and cost will be snapped. As explained above, the indi- 
vidual producer will now have considerable control over price 
through increase or decu'ease of his supply. He will as a rule 
be chary of increasing the supply because he knows this will 
mean a lower prii^e* not merely for the additional units but 
for the whole of hia supply. He will therefore restrict the 
scale of his production and put a limited quantity on the mar- 
ket and sell it at a high price in order to maximize his profit. 
In tins manner, under imperfect (iorniietition, firms will tend 
to be smaller in size than the optimum, there will be less cheap- 
ness and plenty and further there will be the possibility of dif- 
ferent prices being charged to diffei*ent groups of consumers. 
In short, the conse(]aences of imperfect competition will be 
the same in character as under a complete monopoly although 
their intensity will be less.^ 

STIMMAKV 

Econoiok’ piogress requires specialization or division of labour and this in 
tnm nect)6sitateB exchange. The phenomenon of exchange gives rise to the cen- 
tral problem m oconomicB, namely tho problem of value. 

Voluntary exchange among normally intelligent men must result in gain 
ifeo both parties to the exchange. 

In the course of progress the inconvenient and clumsy method of exchange 
by barter gives place to exchange effected through the medium of money. 
Beflidea money, a developed system of exchange rests upon a proper system of 
merchant middlemen and of iranaport. 

The consideration of exchange naturally leads to a iionBideratioii of markets. 
The essential idea of a market is not some definite locality where things are 
offered for sale, but the presence of effective competition leading to uniformity 
of price throughout the extent of the market. 

^ This discussion of Imperfect Competition is mainly based on Meade, op. cit., 
pp. 964B6. 

1-12 



Jitl PRlBOJytHS »O0|rOMIiOS 

Sb# Mlowiibg f«i?^ur»We to tlie 4eiApmeat wi^© jew- 

Jmto, an4 Iter *te©c© will toud to make maarketo mmift: (a) Btective 
of eommwmcakott; (m) Portability; (lii) la»y cogn^isabihty (t)im\i$h gradmg^ 
»ami>lmg* etc ) ; (br) Borafeihty of th© goods dealt with ; and (v) Ba^sfcence of 
a large and ©toady demand 

On© of tbe cbaracterifttics of modem markets is th© development of spemla* 
tion 01 dealmgfi in futures A specula! or may either ‘sell short’ or ‘buy long*. 
He will do th© former if he expects prices to fall and the latter if he expects 
them to rise 

Bpechlation is a socially beneficial activity provided the forecasts of specula+ 
tors are based on mtelhgent and painstaking study, because it makes mmt* 
able fluctuations of prices gradual instead of sudden, so that people get tune 
to adjust their consumption to the change Producers also benefit because pro- 
fessionai speculators can guarantee to them the supply of their raw materials 
at fixed prices, which saves them mufh worry and jnconvcnience San© spe 
cuMtion on the stock exchanges dire( ts the course of investment mto th© most 
fruitful channels. 

When speculation degeneiatcs mto mere gambling it acts injuriously upon 
society) by springing upon it sudden and unexpected changes in prices of goods 
and secunties, causing wenous economic dislocation, and bringing unmerited 
suffering on thousands of innocent people 

It IS, however, very difficult to devise suitable checks Legislation is found 
either to be ineffectual or to hit legitimate as well as luidesirabl© speculation 
jBelianoo must be placed mainly on fostering higher standards of business mo- 
rality and social responsibility 

Bor a c^orrect understanding of the phenomenon of value, it is necessary to 
appreciate the fact that value depends both on supply and demand Modern 
analysis has shown that what is significant m this connexion is margimt 
supply and marginal demand 

The famous distinction between marhu value and normal value turns on the 
period considered In market value the reference is to the price at any given 
tune, and the forces of supply and demand that we have to consider are those 
actually operative at that time These forces are constantly changing because 
yre are living not in a static but m a dynamic world But the immediate or 
short-period effects of these changes on value (or price), with whidi we hav© 
to do ai| market value, may be different from the ultimate or long-period effects, 
witb wich we are concerned m normal value In normal value we assume 
that enough time is given for tendencies set up by any clianges in conditions 
of eupply or demand to work themselves out completely Thus suppose there 
IB a nse in demand Supply will then tend to increase But th© increase 
takes tame In the meanwhile the market price will rise because here supply 
means what happens to be actually available But in the long run when sup- 
ply does increase, we shall have a level of prices appropiiat© to this increase 
and th© cost of its production. 

Gradually the dav-to-day or market price will show the inffuenc© of adjust- 
ment on the side of supply, and market pnee will approacJi normal price more 
and more closely 

In market price again, any purely temporary influence will make itself 
felt. But being temporary it will disappear and leave th© market pnee to be- 
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iii!P«j|{3«i -i^lily'by ^ permtoent lotc^a, m tb.at it will grati^i 

pj?i«30* , ' 8mili 'is te talatioa betweeai uaatkefc valae aa4 nctoal 'Wkbib. ' 

. tttlue, demand ie mere mfiu^mfcial tiban eppply, wMch is fc be 

mlseJa ae* fa** tbe time, tmalterable. In normal value, supply may b© regarded 
as l*be more influential factor, a certain changed condition of demand being 
ai^nmed to persist while the supply is being adjusted to it, *1116 term 'cost 
of produetien’ is aomefcimefl used to mean (i) the rmJ cost of production, i.e^ 
the aetual effort and sacrifice undergone by the suppliers of the diflerefit 
factors of production, or (li) the expenses of production, i.e. the money pay- 
ments in the form of wages, interest and profit necessary to call forth the 
different kinds of effort sacrifices. 

Another useful distinction is between (i) Prime, Special or Direct Cost, 
i,e. such costs as vary with output, and (ii) Supplementary or On-Costs, i.e. 
such costs as do not vary whatever the output. The two together make up 
the total cost of production which price> must ultimately cover. ,, 

Seeing that the cost of production varies from firm to firm we want to 
know whose cost of production it is that detennines price (or that price must 
cover), For this purpose we have the notion of the repfesentative firm, i.e. 
a firm managed with normal ability and enjoying normal access to internal 
and external economies. Finns leas than normal m these respects will eooner 
or later aiujcumb to competition and their unduly heavy costs of production 
^fill not irifiueace price. 

DemOnd is said to be joint when its satisfaction requires the use of more 
than one article in combination. Changes in such demand will bring about 
Ganges in the prices of the several constituent articles according to the rela- 
tive difficulty of supply and the extent to which each is indispensable. 

Demand is said to he composite when a commodity has more uses than 
one. The total demand for the commodity is the aggregate of the demands 
for each several use. The competition of its buyers for its several usee is 
on© of the forces governing the price of such a commodity. 

Demand is alternate when substitutes are available. Thus if we want 
light, we may use electricity or gas or kerosene oil. The prices of such substi- 
tutes are to some extent mutually interdependent. 

We speak of ^otni supply when the production of one commodity involves 
the production of one or more other commodities inseparably conueotefi with 
it. The price yielded by such commodities together must cover the cost 
of their production, the portion of the total price which each bears being 
dependent upon its marginal utility. 

Supply is said to be composite when it is produced from several rival 
sources giving scope for the operation of the principle of substitution. 

When the same factor of production can be used to produce more than 
on© class of goods, though not simultaneously, supply is said to be altemat©. 

Monopoly is the opposite of competition. The whole supply is controlled 
by on© producer who can fix what price he likes, instead of having to acc^t 
the price as determined by competition among a number of rival producers. 
But while the monopolist can fix th© price he cannot at the same time dictate 
tb© amount to b© apld at that price, because this latter depends on demand. 
The essence of the matter may be expressed by saying that the neonopolist 
can dictate eUker the price or the output but not both. He will consider 
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fadotig prices and tlia various quantities wbicb iuts knowledge of demutud teUs 
Mm be a« likely to sell at these several prices, and he will choose that arraojge- 
ment which will yield him the highest net income or the highest net monopoly 
MmuOf as it is called. 

If the demand is inelastic and the commodity is subject to the Ijaw of 
Bimimshmg Betums, the monopolist is likely to favoui a high price and 
restricted sales. If demand is elastic and the Law of Increasing Baturas is in 
operation, large sales at a low price will probably be most advantageous to 
him. 

Thus it IS not true that even if the monopolist pursues nothing but his ov n 
interest, prices are bound to be high. On the contrary, it may happen that 
monopoly prices are actually lower than competition prices, because under mono- 
poly there may be a conaidoiable saving in the cost of production, and the 
monopolist may after careful calculation come to the conclusion that his pro- 
fits are likely to be highest if he fixes the price as near the cost of production 
as possible, enabling the market to take a very large quantity. Apart from 
this purely seliish consideration, the natural impulse of the monopolist to pitch 
the price very high is subject to the folJowmg restiammg influences (i) Pos- 
)9jbj/ity of substitution, (u) Pear of combined action on the part of consumers, 
(in) Fear of Government interference, (n) Fear oi competitive producers ap 
pearing on the siene, and (v) Solicitude for public welfare 

The prejudice against monopoly, however, is not altogether baseless The 
monopolist will often exact an oppressively high piice because it may actually 
be most profitable to him or because he thinks (it maj he cpiite mistakenly) 
that it IS most profitable He may aho make himself unpopulai b\ charging 
different prices to different people or different aicas Other possible evils of 
monopoly are that in the absence of the spur of competition there 'will be no 
inducement to introduce improvements, and monopolies may constitute a grave 
menace to the State and may lead to political corruption 

Monopolies may be classified as (i) Natural monopolies, ^n) Social mono- 
polies, (ui) Legal monopolies, and (iv) Voluntary monopolies 

(Competition among sellers is often imperfect. Under perfect competition, 
each producer must take the prevailing market price as something unaltei- 
ablo and pzoducfcjon is bo regulated that the average cost and the marginal 
coat of the optimum firm both equal the market price. Under imperfect competi- 
tion this will not hold good. Production will stop before pne^e falls 1o the level 
of marginal cost It will not be profitable to increase the scale of production 
so that firms roach the optimum size Prices will he higher, goods less plcnti- 
Ml and there may be disci miuiatioii so that some consumers are chaigcd higher 
prices than others. 
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EXCHANGE: MONEY 

§1. Difficalties of barter A money economy is iomd to exist 
in every civilized society. The peculiar disadvantages of bar- 
ter (that is, direct exchange of goods against goods) which 
is a possible alternative to money economy, may he briefly 
summarized as follows:^ Exchange by barter cannot occur 
without the double coincidence of wants and possessions. What 
I want tlie other man must possess, and he must want what 
I possess. Even when there is tliis double coincidence there 
would be difficulty in deciding how much of one thing ought 
to be exchanged for how much ot the other, and endless hig- 
gling would be the result. This difhciilty is obviated ii we have 
a common measure of value. Tn barter is the further difhculty 
of ‘accommodating units of sale to units of purchase’. Sup- 
pose I have a field and wish to offer it in exchange for numer- 
ous ai'ticles which 1 am in need of. How can I cut up the field 
into convenient lots to offer them in return for every one of ' 
these articles*^ 

i:i2. Definition of money. — Tim term ‘money’ is used in differ- 
ent senses in different connexions. But a careful inquiry as 
to the meaning of tlie term will serve to clear our ideas on 
the subject. Walker’s famous statement, ‘Money is what 
money does’, on the analogy of the welhknown proverb, ‘Hand- 
some is that handsome does’, merely leads us further to in- 
quire ‘What is it that money does!^ What are its functions?’ 
Its principal functions are that it acts (i) as a medium of 
exchange, and (ii) as a standard of value. If, as Walker says, 
whatever performs tlie functions of money is to be included 
under the term money, it w^ould appear as if coins, government 
notes, bank notes, cheques', bills of exchange and even first- 
class securities must be regarded as money. But a little thought 
will show" tliat these different instruments do not all perform 
the functions of money equally well. In order to a good 
rmdium of exchange it is necessary that the 7noney used should 
be accepted freely in final dweharge of liability or debt through- 
out a community. Prom this point of view there is consider- 
able difference between the instruments broadly grouped as 
money. For instance, rupees in this country pass from hand 


* See also ck. ix, §4. 
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'lo imxi with com|r}6ia freedom. So do GoverimieBt Cw#eiaoy 
llotes* But th© notes win ciroulat© freely only so long^ m 
people continue to believe that they are convertible without 
question on demand into rupees. Cheques, on the other hand^ 
circulate only amongst those who are assured of the credit of 
the drawer (assured that they will be cashed by the bank on 
which they are drawn). Bills of Exchange, hundk, etc., have 
a still more limited circulation. But there does not seem to bo 
any logical reason why all these media of exchange should not 
be called money in so far as they do perform the functions of 
money. As w^e shall see later on, the volume of money has an 
important bearing on the level of prices. In establishing this 
proposition we shall find that under the term money we have 
to include not only standard coins and other legal tender/ but 
also to some extent cheques and other forms of ‘fiduciary’ or 
‘representative money What exactly is to be understood by 
‘money’ in a particular connexion will generally be clear from 
the context. But the more important thing is to understand 
tlioroughly the natirre of the work which money is expected 
to do. Let us therefore give a fuller statement of the func- 
tions of money. ^ 

§3. Functions of money* — ^The functions of money fall into 
two classes : (i) the fundamental or primary functions, and 
(ii) the secondary or derived functions (derived from the funda- 
luentai ones). 

(i) The fundamenial functions of money are that it ac‘tR 
as (a) a medium of exchange; (b) a measure of value. 

(ii) The derived functions of money are fcliat it serves as 
((*) a store of value; (d) a standard of deferred payments; (e) a 
reserve for bank credit. 

We shall now explain each of these briefly : 

(a) Money acts as a medium of exchange. — It is a 
means of transferring, from one party to another, command 

* This lenn is explained in §11. 

* Fidnciai*y (from Latin flduma, trust, reliance) means drav^mg its value fioin 
the confidence of the public. Bepresentative means representing or acting as a 
substitute for the standard of value. 

* The terms ‘money’ and ‘currency' may in this connexion be distinguished. 
The term ‘money’ is very wide in its scope, since it includes anything that 
serves as a medium of exchange. The term ‘currency’, on the other hand, 
is narrower in its so^e, and it usually signifies those media of exchange 
which are commonly current by reason of tho authority of the State behind 
them* i.e» those that are legal tender. Thus while the rupee or rupee notes 
are cmrrency, a cheque or a bill of exchange cannot be regarded as currency, 
although it may, to some extent, function as money. 
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mm >oom!3S)tc>dities m general ipmhmvig power) , ttoe faoiM^ 
tating exchangee among the members of a society and enabling 
division of labour to work out its results smoothly. 

(b) Money functions m a common measure of tdue.^ 
Jtet as we measure the length of a piece of cloth by means of 
a yard-stibk, so we measure the value of utilities by the measur-^ 
ing rod of money. By stating the prices of different utilities 
fi.e, by stating their values in terms of a common standard, 
money) , it is clear that we facilitate the exchange of one util* 
ity against another. 

(c) Money serves as a store of value, —Money should 
be capable of performing this function satisfactorily. It should 
not deteriorate in value by being stored. We may want to 
store our money because we wish to enjoy it at leisure, or 
because we simply wish to save it. This function is becom- 
ing less and less important owing to the substitution of deposit 
banking for hoarding, and owing to the growth of the invest- 
ment habit. 

(d) Money acts as a stmidard of deferred payments * — 
Contracts about future deliveries or payments would work out 
inequitably, if the money in terms of which they are made 
fluctuated in value. It is therefore important that our money 
should be reasonably steady in value. 

(e) Money serves as a reserve or basis for credit opera- 
tions, — k profier cash reserve ensures solvency and enables us 
to use cheaper n^edia of exchange, such as bank notes and 
cheques. 

§4. Precious metals as money. — A gradual process of evolu- 
tion has led to the general acceptance of the precious metals 
as the chief form of money, because they possess the following 
qualities usually regarded as necessary : (i) Portability; (ii) 
Durability; (lii) Intrinsic value (gold and silver are valued for 
their own sake); (iv) Homogeneity (so that value is in exact 
proportion to weight) ; (v) Divisibility (gold and silver can be 
divided and joined together again witli ease. Contrast with 
them such a thing as a diamond which cannot be divided with- 
out losing its value); (vi) Malleability (the metal should be 
capable of being easily hammered into any form and receiv- 
ing any kind of stamp guaranteeing its quality and value); 
(vii) CogniiKability (no inferior metal can be passed off as gold 
or silver, because they are so easily recognized); (viii) Stabil- 
ity of value (gold and silver— particularly gold — are relatively 
stable in value, because, owing to their great durability, the 
stocks of the world supply of gold and silver have gone on 
steadily increasing ever since man began to dig them out of 
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t|j^ earth. The total etocke at preiseiit in existence are there- 
fore so huge that any year-to-year fluctuations in the quantity 
mined have very little immediate influence on the value of the 
whole. The value of other commodities like wheat depends 
largely on the quantity produced in any given year. Neverthe- 
less it must be admitt^ that in reRf)eci. of stability of value 
even gold has been found to be more unstable than is to be 
desired. How to devise a monetary system that will give the 
world relief from violent changes of prices is one of the most 
urgent and one of the most difficult of economic problems.) 

§5. Standard coins.— The standard or the principal coin is the 
chosen coin adopted as the unit in the monetary system^ being 
a certain weight of gold or silver of a certain standard of fine- 
ness. Thus, when the Gold Standard was functioning in Great 
Britain, before 20 September 1931, the gold sovereign weigh- 
ing 123*27 grains || fine (or 113-()1 grains tro}" of pure gold) 
was the standard unit of value, all other values or prices being ^ 
reckoned m terms of it. A standard coin has the following 
characteristics : (i) Its value as Tuctal is the same as its value 
as coin. For example, the gold sovereign in England before 
1914 was officially equal to twenty shillings. If it was melted^ 
one could always get twenty sliiilings in currency in ex(‘hange 
for it, (li) The standard coin is also unlimited legal lender, i.e. 
it can bo used m final discharge of any liability, (iii) Usually 
again the mints are open to free coinage of the standard coin, 
(iv) Lastly, to the value ot the standard coin (money) are re- 
ferred the values of money of other kinds for (^etarmination. 

§6, Token coin^. — Token coins arc so called because they are 
tokens of value, having an official purchasing power which 
they do not intrinsically possess. They are made of a differ- 
ent metal (e.g. nickel or bronze) from the standard coin and 
are dependent on the latter for their nominal purchasing power. 
They are intended to serve as subsidiary money for making 
small payments, or making up odd amounts involved in large 
transactions. Token coins offer a contrast to standard coins 
in all respects and possess the following characteristics : (i) 
Their intrinsic value is less than their value as metal. If, 
for instance, twenty silver shillings are melted, the metal so 
obtained cannot be sold for Tl or twenty shilling pieces or 
anything equal in value to that, (ii) Token coins are limited 
legal tender. In England the silver shilling, which is a token 
coin, is legal tender only up to forty shillings or £2. If in 
England you owe somebody £5 and take a hundred shilling 
pieces to your creditor, he is entitled to refuse to accept pay- 
ment in this form, (iii) There is no free coinage of token mm- 



ey. The cannot take ingotB of metal to the mints «Mad 
have it turned into token corns. How many token coins are 
manufactured and put into circulation depends entirely on the 
discretion of the currency authority. 

If the token com (as metal) is really not worth as mueii as 
fixed by the currency authority, how is it accepted by the pub- 
lic at the official valuation''^ The answer is that by hnuting %U 
stipply the currency authority can maintain the official value. 
Token coins have utility because without their use the smaller 
transactions could not easily be carried on. They possess util- 
ity and the Government sees to it that they are supplied in 
limited quantities. Wo have already seen that in order that 
anything should poskSCss value, it must be useful and scarce. 
If through an error of judgement or tor the purpose of making 
profit out ot the coinage, Uie Government issues an excess of 
token corns, they will lose the artificial value with which they 
liave been endowed This is known as the principle of limita- 
tion.^ 

The rupee iii India is a mixture of token and standard coin. 
It IS like a standard com in that it is unlimited legal lender. 
It 18 like a token com in that (i) its official value ot 1 /?. 6 d. 
sterling is very much inoie than the market value of the 90 
grains^ of pure silver wliicli it contains and further in that (n) 
it IS not freely minted. 

Paper money may also be regarded as token money, its 
intrinsic value being almost ml The dilfcience between sihw 
01 bionze token coins and pajx'i money olten one of degree 
only. Tlie shilling or the uqx^e is attci all a note punted on 
mIvci (a more expensive matenal than paper' 

(V)lN^(rL PUOBLIMS 

§ 7 . The use of coins. — The piecious metals aie used as monc'y 
m the form of coins today, and tlie inlerior metals like ex>p|‘)ei , 
bronze and nickel for subsidiary or token coins When precions 
metals were first used in the shape of lough ingots or cut in- 
gots it was not jxivssible to use them as cunency ‘by tale’ fi.e. 
by counting the number of money pieces), because they were 

‘ Tfc J6 often fotated that then (har&Uer as limited legal tender also kelps 
token corns to maintain their value However, the fact that they are not un- 
hmited legal tender is a disadvantage and by itself ought to diminish their 
value rather than increase it 

^ 0ntil recently the Indian rupee contained 165 grains of pure silver and 15 
grams of alloy ^ e. |i fine) But as a means of saving silver during the pre- 
sent war, the standard of fineness of the rupee was lowered to i» ^ grams 
of pure silver and 90 grams of Alloy. 
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»<»t gaatanteed to be miform m weigfht an*d value* *iPbey h&A 
|0 be weighed aud aesefesed every time they were offered a» 
money. This naturally caused considerable inconvenieBOe* 
Eventually they were given a definite form as coins, usually 
disc-shaped, #Com8 may be defined as stamped and certified 
pieces of metal of which the w^eight and fineness are guaranteed 
by the Government, and certified by the integrity of designs 
impressed on the surface of the metal The above descrip- 
tion applies to what are called 'standard coins’. Token corns 
are also stamped, but their weight and fineness are not guar- 
anteed. In fact, it is understood that their intrinsic value is 
smaller than is artificially given to them by the Government. 

Owing to the increasing use of convertible and inconvert- 
ible paper money/ the use of standard coins m the principal 
currency systems of the world today js extremely limited The 
coins in circulation nowadays are mamly token coins. 

§8. Free coinage and gratuitous coinage.— The conversion of 
metal into coins is now everywhere a function of the State, 
which undertakes it mamly for ensuring public convenience 
by maintaimng uniformity of coins Incidentally the profit 
from coinage goes into the public tieasury For this jiurpose 
^very Government maintains one or more mints (e g India 
has mints at Bombay and Calcutta). 

Free comage in its technical sense refeis to the right of 
any holder of bullion to have it converted into standard corns 
at a fixed rate and without any limit of amount For example, 
mints in India weie open to the free coinage of silver into 
rupees from 1835-93 In 1893 the mints weie closed to the 
coinage of silver except on Government account.® 

Gratuitous coinage (which should be carefully distinguish- 
ed from free coinage) means that the State levies no charge 
for conversion of bullion into coins at the mint For example, 
until the passage of the Gold Standard Act of 1925, in Great 
Britain gold bullion wdh con vet ted into sovereigns for the 
public without an> chaige, the expenses being borne by the 
Government. 

As already obsened, tlie right of flee coinage is recognized 
only in relation to the standard coins of a country; as to token 
coins, they are issued solely at the discretion of the State. It 
may ,be added here that the free coinage of standard coins 
without limit of amount, and the freedom to melt them, serve 
to maintain the identit}^ of the legal (or the face) value and 
the intrinsic (or bullion) value of such coins. 

§9. Mint price of gold. — The rate at which standard coin is 

‘ See §21 ® See MemMs of Indian BcismmoSf ck. vi 
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jgpiteE for biallimi at ihe uaint is called the mint price cf the 
standard metal. For mstaBce, the mint jrice of gold in Great 
Britain was ifi347-10| per standard otmce of gold (i.e* 
yhia weight (480 grains) of gold conid be converted into 
£347-101* This corresponds to a price of £4-4-11 J per ounce 
of fine or pure gold. The sovereign accordingly contains 
123’27447 grains of standard gold, or 113-0016 of pure or fine 
gold. Under the Gold Standard Act of 1925. which estab^ 
Ushed the Gold Bullion Standard in Britain, only the Bank 
of England was entitled to get sovereigns issued in lieu of 
gold bullion. A private person could, however, obtain cur- 
rency at the rate of £347-9 per standard ounce of gold from 
the Bank of England.^ The difference of IJd. between the 
mint price of gold and the bank’s buying price represented 
the expenses of assaying and the loss of interest during the 
period of waiting, pending conversion of bullion into coinage. 
§10. Debasemant. — Debasement is an alteration in the stan- 
dard unit of value, or standard coin, effected either by clipping 
or ‘sweating’ (i.e. by reducing the quantity of the metal by 
a chemical process) resulting in a diminution of weight of the 
metal; or by lowering the standard of fineness by mixing more 
alloy with it. Debasement of coins was freely practised by 
Governments in olden days, e.g. by Henry VTII in England. 
But today most Governments consider it to be a point of honour 
not to tamper with their standard money. The case of token 
money is, however, different, and as a matter of fact the 
standard of fineness of the English shilling was reduced from 
f^to I in 1920, BO that people should not be tempted to melt 
their shillings, as had happe^ned during the war owing to a 
temporary rise in the price of silver. If people melt on a large 
scale in this fashion a shortage of token coins would occur, 
causing inconvenience to trade. 

§11. Le^al tender. — Money certified by law to be valid for 
final discharge of debts of any amount is called (unlimited) leg- 
al tender money. Standard money is usually full or unlimited 
legal tender. Token money, on the other hand, is limited legal 
tender. For example, the sovereign ixS full legal tender, but 
the shilling is legal tender only for forty shillings at a time. 
The rupee and the half-ruf>ee — ^though tokens — are unlimited 
legal tender, but the nickel coins are legal tender up to one 
nipee only. If a man owes me Ks. 500 and offers payment in 
the form of rupee coins or currency notes, I must accept the 
payment. If, |iawever, he wishes me to accept payment in the 
form of 500 x 8=s 4,000 two-anna nickel coins, I have a right 

« Bm §14 (H), 
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*0 rafwe payment in this fom, because the mpe^ and wpee 
imtes alone are legal tender for any amount. Money that m 
not legal tender at all is called 'optionaF money (e.g, the gold 
moburs in India between 1885 and 1893 were optional money). 
So also bank money (cheques, etc.) is optional money. 

§12. Gresham’s Law,~Gresham's Law, so called after Sir 
Thomas Gresham, the monetary adviser of Queen Bh^iabeth,, 
states that if good and bad (or weak) money are circulating 
together, the bad money will eventually drive out the good 
from circulation. If one has the choice of paying by means 
of sound full-weighted coins or the coins that are defaced or 
light, one will naturally prefer to part with the latter. This 
assumes that no difficulty is being experienced in getting 
people to accepf payment in the bad money (which tJiougb 
bad is legal tender just as ranch as the good money). Under 
these circumstances, the good coins will be withdrawn from 
circulation, because people will prefer to use them in arts, for 
ornaments, for hoarding and for export. In these uses the 
value of coins is simply the value of their metallic content. 
The value of good coins as metal is greater than that of bad 
coins. But as momy both have precisely the same value. 

Gresham’s Law also applies to other cases * 

(i) Binhctallism (the system undci whicli (*oms of gold 
and silver circulate together). — Alterations m the market ratio 
of the values of the two metals in relation to a fixed legal or 
mint ratio result in the displa(‘ement of gold money by silver 
money or vice versa, according as silver or gold money resjiec- 
tively is for the time being the w^eaker of the two moneys.^ 

(ii) A depreciatinq paper money cnrculating side by side 
with meiallic mcmey . — If there is an overissue of paper money, 
so that it is totally or partially inconvertible, it becomes bad 
money relatively to metallic money and therefore drives out 
the latter from circulation.^ 

Exceptions. — Gresham’s Law, however, acts subject to cer- 
tain limitations : 

(i) Under the influence of habit, bad monev and good 
money may continue to circulate side by side for a long time, 
before a sufficiently huge number of people become aware 
of the differen(*e in the value and ahve to the advanti^y^l'es of 
withdrawing the better money from circulation for other more 
profitable uses. 

(ii) If the total currency is Bufficiently limited, people 
may find that bad and good coins or money are both necessary 
for purposes of trade. 

’ See *l8<j §18 


^ See §23. 
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(iii) Tbe bad coins or inooBvertible paper money, as the 
mm may be, may have reached aneh a stage of badpess' ox 
dejjreciation, that people will lose faith irf thte and will simply 
not accept them whatever the Government may have to say 
about the matter* Here the reverse of Gresham’s Law will 
hold good because good money (which alone will be accepted) 
will drive ont bad money (which nobody will accept). 

MoNKTAuy Systems 

§13. Monetary standards. — (i) Moncymetallisrn or the Single 
Standard. ~XJnA&r this system, one metal alone — generally 
either gold or silver — is freely coined and is full legal tender; 
while fox the sake of making small payments baser metals are 
coined into token-coins at the discretion of the Government and 
made legal tender to a limited extent. This monetary system 
is also called the Composite Legal Tender Sj^stem. According 
as tlie freely coined (or the standard) metal which is selected 
as the standard unit of value is gold or silver, we have (a) Gold 
Monomettillisni or the (Void Standard or (b) Silver Monometal- 
lism or the Silver Standard. India (as (3hina until recently) 
was under silver monometallism between 1835 and 1893. 

(ii) Bimetallism or the Double Standard. — ^This is also 
called the Multiple Legal Tender System. The essence of bi- 
metallism is, first, that both gold and silver are used as standard 
money or standard units of value; secondly, that both are un- 
limited legal tender: thirdly, that both are given the privilege of 
free coinage; and fourthly, that there is generally a fixed legal 
(or mint) ratio between the value of the two metals at which 
it is intended tliat they should circulate. Thus both gold and 
silver are accorded equal monetary status under bimetallism. 

(lii) Paper Standard, or Mamged Currency Standard . — 
The third principal monetary system is the Paper or the Man- 
aged Currency Standard. Under this system the currency con- 
sists of popper and the currency authority does not bind itself 
to convert it into gold/ 

§14. The Gold Standard.— The Gold Standard was in opera- 
tion (until recently) in most of the advanced countries of the 
world, so that the resulting system could be described as an In- 
ternational Gold Standard. It was first adopted by Great Brit- 
ain in J816, and her example was widely followed during the 
last thirty years of the nineteenth century when bimetallism 
came to be discarded by Germany, France, the U.S.A., the 
Scandinavian countries and others. The Gold Standard thus 


Be® § §20-24. 
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h&imm the worid'$ Uiost a^pproved mooetitry system and held 
i^i% pre-emitieBt position nntil the outbreak of war in 1914. 

The Oo}d Standard m so called because under it gold is the 
measure of values of goods and service, and all debts in the 
last resort are payable m gold, A country is said to be on 
the Gold Standard when it maintains its monetary unit (the 
pound sterling in the United Kingdom, the franc in Krance 
or the dollar in the U.S.A.) at a value equal to that of a defi- 
nite weight of gold of a certain fineness. 

(i) Gold Cwrericy Stxmdard. — Before the war of 1914-18 
this equivalence was generally secured by the adoption of that 
form of the Gold Standard which is known as the Gold Cur^ 
rency Standard. Under this form gold coins of a certain pre^ 
scribed weight and fineness (e.g. the British gold sovereign 
weighing 123*27 grains fine) were actually used as currency. 
Paper money (e.g. the Bank of England notes in England) 
was made convertible into gold corns on demand. At the same 
time free coinage of gold, free melting of gold coins and free 
export and import of gold were allowed. The currency unit 
was thus maintained at a fixed gold parity, and gold tended 
to have the same value all over the Gold Standard area. 

Until recently, the form of the Gold Standard, or gold 
monometallism, generally prevalent, was that of the Gold Cur- 
rency Standard described above. The force of necessity during 
3914-18 as well as advance in economic thought have now made 
people realize that actual gold coins passing from hand to hand 
are an unnecessary luxury and that wc can have aP the essen- 
tials of a Gold Standard without gold coins. 

Two other arrangements, namely the Gold Bullion Stan- 
dard and the Gold Exchange Standard have thus come to be. 
admitted as genuine forms of the Gold Standard, which are 
more economical than the Gold Standard of the orthodox type. 
Of these two, a good deal of suspicion still clings to the Gold 
Exchange Standard. To most people, the Gold Bullion Stan- 
dard is much more acceptable as an alternative to the orthodox 
type than the Gold Exchange Standard. 

(ii) Gold Bullion Standard . — During the war of 1914-18 
gold coins ceased to circulate in most countries, and now the 
use of actual gold currency in daily life may be looked upon 
as a phase of the Gold Standard that has passed. Whan Great 
Britain returned to the Gold Standard after that war by the 
Gold Standard Act of 1925, she introduced important modi- 
ficationa and adopted what is now known as the Gold Bullion 
Standard. The main features of the new standard were as 
follows : (a) The free coinage of gold on private account was 
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Silwaidonwr, only tb© Bank of Ej^gland being aHowed to get 
sofereigne issa^ against gold. Sovereigns, thongh not le^l- 
lyi were practically demonetized and ceased tp circulate, (b) 
Tb© Bank of England’s notes, now the principal legal tendcsr, 
ceased to be convertible into gold coins on demand, (c) But 
the Bank of England as the currency authority was required 
to maintain the gold parity of the pound sterling (i.e. to main- 
tain the value of the actual currency medium in terms of gold) 
by : (1) selling gold m the form of bars of pure gold of 400 oz. 
at the rate of i63-17-10J per standard ounce (or, what comes 
to the same thing, at the rate of £64-4-11^ per fine ounce). This 
meant that legal tender currency (bank notes) of the value 
of about £1,700 had to hi presented to the Bank in order to 
obtain 400 oz. of fine gold bullion. Grold bullion cannot be used 
as money. Under the old system, gold coins were given in ex- 
change for the notes presented by the public and these natur- 
ally passed into circulg,tion. (2) Secondly, the Bank of Eng- 
land was retiuired to buy gold in lieu of legal tender currency 
(Bank of England notes) at the Bank’s buying price of gold 
(namely, £3-17-9 per standard ounce or £4-4-9^d. per fine 
ounce), id) Free import and export of gold were allowed as 
before. 

So long as the curiency authority is prepared and able to 
sell gold or buy gold at a ft red rate at the option of the public 
and in any quantity required, and so long as the free export 
and import of gold are allowed, that is all that is necessary 
for an effective gold standard. What is wanted is that the 
currency should always have the same value m gold, not that 
gold coins should circulate. 

Under the Uold Bullion Standard, while gold is the measure 
of value, it no longer functions as a medium of exchange. This 
secures great economy in its internal use. Practically all the 
gold reserves in the country are held by the Central Bank 
which keeps currency at a fixed value in relation to gold. 

Great Britain’s example was followed by other countries 
like France when they restored the Gold Standard. The Hilton- 
Young Commission (1925-6) also recommended the Gold Bul- 
lion Standard for India.* 

(iii) Gold EiTchange Standard . — The Gold Exchange 
Standard was in use before the war of J 914-1 8 in certain coun- 
tries like India, the Straits Settlements and the Philippines. 
After this war there was for some time a tendency towards its 
adoption by European countries like Germany, Italy and Bel- 

* See Slem^nU of Indton EcoMmtes, cb. vi, §3. 
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ginm wMoli could mt afford the Imxury of a large stock of gold 
in their reserves. 

Under the Gold Exchange Standard, the internal cnrrency 
consists of cheap tokens of silver or paper. Here also, as under 
the Gold Standard, the internal currency is maintained at a 
certain fixed value in terms of gold. This, hotvever, is done 
not by converting local currency into gold coin or gold bullion 
but into gold exchange, i.e* bills and drafts on some foreign 
centre where the gold standard is in effective operation. Thus 
before the war of 1914-38, the value of the Indian rupee was 
fixed at liS. id., and, because England was on a gold basis, 

id. stood for a definite quantity of gold. We could get 
drafts and bills on London when the Government chose to sell 
them for maintaining the value of the rupee at the fixed rate, 
but we could not get actual gold or gold coins. We could al- 
ways convert gold or gold coins into ru}>ee8 or notes at the fixed 
rate, but not rupees and notes back intij gold or gold coins as 
a matter of right. Gold is made available at some foreign 
centre where, therefore, the gold reserves are located. The 
reserve maintained in the country itself is in the shape of local 
currency, because the currency authority does undertake to 
convert gold into local currency though it does not undertake 
to do the reverse, namely, to convert local currency into gold. 

The Gold Exchange Standard, if properly worked, secures 
an even greater economy of gold for monetary purjxises than 
is possible under the other forms of Gold Standard. It is, 
therefore, especially suited to countries that cannot afford to 
adopt the full-fledged Gold Standard either because of their 
comparative poverty or backward development. It requires, 
however, a g^at deal of control over currency and exchange. 
The system as generally worked is liable to cause inflation of 
currency. Under the Gold Currency or Bullion Standard, if 
there is too much (*urrency, it is presented for conversion into 
gold and thus there is an automatic check to inflation. Under 
the Gold Exchange Standard, the currency authority gives 
gold exchange at its discretion and not on demand. Therefore 
the check is not automatic. The location of the gold reserves 
abroad is also attended by certain dangers, such as a lack of 
confidence in the currency system and the risk of depreciation 
of the reserves in case the country in which they are held goes 
off the Gold Standard, as Great Britain did in 1931. On the 
whole, ))ractical economists are inclined to prefer some form 
of the Gold Standard,^ 

^ For further particulars, the studenfe in advised to refer to ElemenU of In* 
dim Economics, ch. vi, for a discussion of the Gold Exchange Standard in 



Tim adittntoges of the Gold Stiuidiiid.--W0 shall 
consider the advantages of the Gold Standards, especially in 
the case of the Gold Currency and Bullion Standards. 

(i) The Gold Standard is a simpler monetary system than 
either Bimetallism or the Managed Paper Currency Standard. 

(ii) Gold is in universal demand all over the world and 
is everywhere acceptable. It thns becomes an international 
monetary standard and ensures the benefit of stability of foreign 
exchanges, which is beneficial to international trade. 

(iii) The Gold Standard makes reckless expansion or 
depreciation of currency impossible by making an increase in 
its quantity strictly dependent on larger gold reserves. It also 
secures automatic contraction with every decrease of the gold 
reserves. 

(iv) The Gold Standard is comparatively a more stable 
standai'd than any so far tried. The accumulated stock of gold 
being very large, variations m its annual output do not pro- 
duce corres}X)ndin^ changes in its value, their influence during 
short jyerjods being small. It is also claimed that during nor»- 
mal times the supply of gold has kept pace with the demand 
for it and that feais about its shortage are groundless. 

(vj Finally, until recently at any rate, the Gold Stan- 
iiard enjoyed the confidence of the w^orld and every civilized 
country tried to adopt it. 

§16. Drawbacks of the Gold Standard.~(i) B has been argued, 
on the other hand, that over long periods gold does not possess 
stabdit} of value in terms of goods and services. Changes in 
its output do ultimately affect prices, causing them sometimes 
to rise (e.g. during the period 1895-1914) and sometimes to 
fall (as after 1929), The Gold Standard is thus found to be 
an unstable monetary standard. Some present-day economists 
apprehend a shortage of gold having regard to the needs of 
our progressive civilization. According to Gustav Cassel, the 
rate of our economic progress is 3 per cent j)er annum while 
the rate of increase of gold is only 2 per cent/ It is mainly on 
these gi’ounds that certain economists like Keynes advocate a 
Controlled or Managed Currency Standard to ensure the in- 
ternal stability of prices, which in their view is even more im- 
portant than the external value of a country's currency unit. 

India. Tho histoiy of the Indian experiment will serve to throw further light 
on tho uses as well as tho difficulties of the Gold Exchange Standard. The 
present monetary standard in India may be described as the sterling exchange 
standard, tho rupee having been linked 1o sterling at 1 a‘, 6d. since 21 Septem- 
ber 1931, when England went oif the Gold Standard. 

* G. Caasol, The Cmie m the Warld^s Monetary System^ p. 17, 
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(ii) The GoH Standard makes the expaasion of curreao 
Bjuch too difficult by making it dependent on the blind fore 
of nature governing the output of gold. 

(iii) The breakdown of the Gold Standard during the w 
of 1914-18 and once again since September 1983 ,, as also tl 
maldistribution of gold in the post-war years, are quoted 
evidence of the weakness of the Gold Standard. The adv 
cates of the Gold Standard pomt out in defence that the ‘rul 
of the Gold Standard game’ were not observed (e.g. free mov 
ment of gold was not permitted and the gold that was import! 
was sterilized, i.e. was neither allowed to influence the pn< 
level and the course of foreign trade nor lent abroad). It is ali 
argued that the 1914-18 war upset the sensitive organizatic 
of the Gold Standard. Further, the war debts, reparatioi 
payments and lack of confidence in paper currencies hai 
brought about the maldistribution of gold (nearly two-thir( 
of the world’s supply of monetary gold being cornered by tl 
U.S.A. and France, leaving only one-third for all other coin 
tries together). 

§17* Future of the Gold Standard.— The future of the GoJ 

Standard remains today very uncertain.^ An attempt ws 
made to ensure an international agreement on the question ( 
the restoration of the Gold Standard at the World Econom 
and Monetary Gonference held in London in June-July 193; 
but it proved a failure. Nevertheless, liom 1933 to the ou 
break of war in 1939, influential opinion was strongly in favoi 
of the ultimate restoration ol the Gold Standard when cond 
tions are more propitious than at present. It is hoped that th 
Gold Standard of the future will be of a better and more econ< 
mical type than the orthodox standard Gold in internal cii 
culatioii will certainly be disjiensed witli. The gold reservt 
need not exceed, say. 5i5% of tlio note issue, instead of th 
much larger lesorves varying from 33% to 50% or even 60^ 
actually lield today. The Central Banks of the wmrld migl 
co-operate moie actively in regulating the international move 
ments of gold and the volume of credit so as to ensuie a stabl 
price level. Weighing all the elements ot the situation it woul 
seem that ultimately some form of Gold Standard will have t 
be adopted, since the world as a whole is not yet ready to wor 
a system of an inconvertible paper standard on a permaaen 
basis. Gold still has a powerful hold even on the most highl 
civilized nations of the world, some of which have in fact take 
to gold hoarding. It is likely, however, that lower and mor 
elastic gold panties for the various currency units will have t 
* SfiG T. B. Oregory, The Future of ih^ Gold Standard. 
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be adopted^ in order to lessen the amonnt of reserve gold re- 
ijnired m cover for notes, and to maintain a more remnnerative 
priee level for goods and services than prevails today. Glold 
will retain its importance as an international precious silib- 
stance. The currency that is likely to be particularly sought 
after after the present war is dollars, and gold will be the only 
sure means of acquiring dollars. 

§18. Bimetallism: a brief review of Its worktng and dlffionl* 

t!es.~Till the last quarter of the nineteenth century, for about 
200 years, Bimetallism was the leading monetary system of 
the western world (except in the United Kingdom which adopt- 
ed the single standard of gold in 1816), and had worked rea- 
sonably well. During this long period the market ratio of silver 
and gold was fairly stable at about 16| : 1. But on account of 
the discovery of gold mines in Australia and California in 1850, 
gold fell in terms of silver and the ratio was 15 : 1. Under the 
legal ratio of 16| : 1 in France, gold came to be overvalued or 
weak money (i.e. the legal value was higher than the market 
value of gold coins), ^id silver became undervalued or strong 
money (i.e. its legal value was below the market value of silver 
coins), Gresham's Law thus came into operation and the 
weak gold money displaced the strong silver money. In 1865 
therefore France and other countries of tlie so-called Latin 
Union^ stopped the flight of their silver coins by reducing their 
standard of fineness except in the case of the 5-franc silver 
piece. 

The tables were turned against silver when, commencing 
from 1871, there set in a great adverse change in its monetary 
status. T)ie price of the white metal declined steadily from 
about 60d. jier ounce in 1871 to 26d. per ounce towards the 
end of the century. While there was a great increase in the 
supply of silver — which was mined in large quantities in Amer- 
ica — the demand declined because imj>ortant nations like Ger- 
many, the Scandinavian group and the U.S.A. demonetized 
silver, i.e. discarded it for monetary purposes, and adopted the 
Gold Standard, so that they now required silver only as token 
money. The market ratio underwent violent changes, being 
20.: 1 in 1871 and 88 : 1 at the end of the century. The coun- 
tries of the Latin Union were flooded with cheap silver, which 
was presented for coinage at the mints. This cheap silver 
drove out gold coins. The Latin Union countries, becoming 

^ Gre^t Briistin ihid it neoeseary to revise the gold value of fell© 
poaud sterling and fix it, say, at 80 grains instead of grains of pur© gold. 
^ This Union was formed m the year 1865 by Urance, Belgium, Switzerland, 
Italy and Greece for taking concerted action in defence of Bimetallismu ' 
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fttenned at the |Koep^t of losing all their gold, decided to save 
the situation by closing their mints (1874) to the free coinage 
of silver which had made the displacement of gold coins pos- 
sible. The standard thus adopted came to be known as the 
Limping Standard and remained in force throughout the pre- 
(]914-18)-war period. Under this standard, though free coin- 
age of silver was suspended, both gold and silver remained le- 
gal tender with a fixed legal ratio between them, Silver coins 
could be redeemed in gold and were maintained in circulation 
along with gold coins. Silver thus limped or ‘hobbled along’ 
with its stronger companion gold. Hence the name Limping 
Standard. 

The foregoing survey brings out the principal defect of Bi- 
metallism, namely tlie periodic disturbance caused by changes 
in the market ratio. In practice it worked out as an alternat- 
ing standard of gold or silver, because now silver now gold 
went out of circulation. 

§19. International Bintetallism. — The advocates of Bimetal- 
lism in France and the U.S.A.* did not admit the defects men- 
tioned in the preceding section so readily, and argued that if 
'all the important nations of the world adopted bimetallism at 
an agreed ratio, not only would tlie market ratio remain stable 
but there would be other advantages also. The joint standard 
of gold and silver would be more stable than the Gold Stan- 
dard alone, since any deficiency of gold could be remedied by 
using silver. This would keep prices stable. It would also 
secure a reasonable stability of foreign exchanges which is so 
important to international trade. There was considerable agi- 
tation in favour of international Bimetallism in the last quarter 
of the nineteenth century, and at one time even the Govern- 
ment of India favoured it as it was expected to assist in arrest- 
ing the fall in the gold exchange value of tlie m^iee.® The 
question was considered at several International Monetary 
Conferences, but nothing came of it. The fresh discoveries of 
gold after 1895 set at rest the apprehension regarding the short- 
age of gold. England and Germany were from the outset not 
keen on Bimetallism because it would have meant sacrificing 
their Gold Standard, which they regarded as a great blessing. 
The co-ojieration of bankers is indispensable for the successful 
working of any cunency system, and somehow the banking 
world had no faith in silver. 

* The U.8. GoTemment'e policy was greatly influenced by powerful business 
men who were interested in silver mining. They naturally desired to eee eil- 
w restored to its old status as one of the standard metals, so that the fall in 
its price Alight be checked. * See ElemenU of Indian Economics, di. vi, §1. 
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In tbe period between the wars (191949}, there a par- 
tial revival of the agitation in favonr of Bimetallism and the 
remonetization of silver as a wrrective to the alleged shortage 
of gold and as helpful in increasing the supply of currency, so 
as to bring about the rise in prices desired during the economic 
depression which set in after 1929, But except in the U.8*A. 
(where President Eoosevelt under pressure from the Silver 
Party in the Congress adopted a silver-buying policy), monet- 
ary opinion does not favour the proposal to revive Bimetallism, 

Papeb Money 

§20. Paper money: its advantages and limitations.*— It now 

remains to consider the third principal monetary systeni, name- 
ly the inconvertible or Managed Paper Currency Standard. 

In many advanced countries of the world, paper money con- 
stitutes an important part of the (drculating medium. In India, 
for example, besides the metallic coins (of silver, nickel and 
bronze) we lia\e currency notes isvsoed by the Government. 
In most (‘Ountnes today paper money is issued by the great 
Central Banks of Issue such as the Bank of England. In India 
also, by an Act ]>a8sed m April 1934, the lleservc Bank of In- 
dia (established in April J935), instead of the Government, 
is empowered to issue notes. ^ 

The advantages of paper money are obvious. It is conveni- 
ent to handle, readily portable, and it is, of course, veiy econo- 
mical, It can be issued in any convenient denomination, 
small or laige. It may also be said to be homogeneous. Prima 
facie its value can be kept more stable by conscious regulation 
of its quantity than that of metallic money, whose supply is 
dependent on the blind forces of nature. The greatest danger 
of paper monej, however, is the temptation to overispe it 
until it becomes inconvertible and at times absolutely worth- 
less — as was the case with mark notes, before the German cur- 
rency was stabilized in 1924. Paper money, even when it is 
otherwise satisfactory, is, of course, recognized only in the 
particular country which issues it. Unlike gold money, it is 
not accepted all over tlie world. This and other difficulties 
can theoretically be removed by the issne of an International 
Paper Money, But the present lack of cooperation among 
nations even in much less difficult matters than this makes 
concerted international action in this sphere most improbable. 
At present what is more feasible and essential is a careful 
regulation of the issue of paper money in each country. 

^ See Elements of Indian EconcmiicSt ch. vi, §21. 



1$8 fHIKCIfLBS Of 

1^1, JPoiras ef monay.’^lB the fir$t place, we may pomt 
out that commercial paper (cheques, baak drafts and bills of 
exchange}’- is usually distingtiished from the three forms of 
paper money described below, which readily pass from hand 
to hand. Commercial paper on the other hand, has restricted 
circulation, depending as it does on the credit, standing and 
mutual knowledge of the parties concerned. In the United 
States and United Kingdom commercial paper, or bank money 
as it is sometimes called, is used to a very large extent as a 
means of pvayment or medium of exchange. The term ‘paper 
money’ as ordinarily understood, however, does not include 
commercial paper. 

The following are the three principal kinds of paper 
money : 

(i) RejmsentuUve paper mmey, — The United States' 
Silver and Gold Dollar Certificates are examples of representa- 
tive paper money. They are merely bullion certificates and, 
like warehouse receipts for goods, stand for metal, coined or 
uncoined, deposited with the United States Treasury. The 
certificates are, of course, more easy to cany about than the 
metal itself. Strictly speaking they are not paper money at 
all. The real problems of paper money arise only when it is 
not fully backed by metal. 

(ii) Fiduciary or credit paper money. — ^Here the issuing 
authority (bank or other) promises to pay a specified sum of 
metallic money or gold bullion on demand or presentation of 
the notes, They readily pass from hand to hand and are ac- 
cepted because the public has faith m the isxsmng bank or au- 
thority. Usually they are unlimited legal tender. The notes 
issued by the Bank of England are unlimited legal tender, even 
though since September 1931 they have ceased tcv be convert- 
ible. 

(hi) Fiat or inconvertible paper money. — Although in 
outward form fiat or inconvertible paper money may be a pro- 
mise to pay a certain sum of metallic money, it is generally 
understood or known that the issuing authority has not the 
intention or the ability to keep the promise. This often hap- 
pens in time of war or some other grave political unsettlement. 
The French assignats issued during the French Kevolution, 
the American ‘greenbacks’ issued during tbe Civil War, the 
German mark, the French franc and the British Treasury 
Notes issued during the war of 1914-18, are all instances in 
point. They show how under the stress of some kind of crisis, 
flduciaiy or convertible bank notes may degenerate into in- 
* See ch. xi, §8. 
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eoBveiisibla p^por money by State flat or kw^ aotltonmg the 
baiik of issue to suspend gold payments for its notes. This 
may be done in order to enable the bank to extend loans to a 
needy Government, either for war expenses or to meet any 
difficulty it may have in finding the necessary gold for convert*^ 
ing the notes. 

§22. Evite of a depreciated or inconvertible paper money,— 

A paper currency generally depreciates if it ceases to be con- 
vertible, unless its quantity is strictJy regulated. Currency 
which has depreciated is a bad standard of value and a bad 
medium of exchange. If, for example, ^10 notes cannot be 
changed into as many as ten sovereigns and are issued in ex- 
cess, they become less valuable than coins. Besides this de- 
preciation of notes in relation to gold, there is also a general 
depreciation of pai)er money in terms of commodities and ser- ' 
vices. That is, prices rise. Those with fixed incomes suffer 
because their incomes lose in purchasing power. Creditors are 
defrauded for the same reason. The money they receive in 
settlement of debts has not the same command over things 
which it had when the debts were contracted. Business be- 
comes uncertain and speculative with fluctuations in the value 
of money. The mercantile classes and employers of labour gain 
at the cost of wage-earners, because wages generally lag behind 
prices. Exports are temix>rarily encouraged because a higher 
price in the depreciated domestic paper money is received for 
goods sold abroad. Imports are restricted since a higher price 
in such paper must be paid to buy goods abroad. The sudden 
increases in pajier incomes leads to public and private extravar 
gance and to the ultimate collapse of credit, national and in- 
ternational. All these evils of inconvertible paper were experi- 
enced in an acute form by Germany, Austria and Russia during 
and after the war of 1914-18. 

§23. Signs of, overissue of paper money. — ^There are several 
signs of the excessive issue of pafier money, which should cause 
the issuing authority to reflect, to cry halt and, if possible, to 
retrace its steps in order to restore the normal monetary circu- 
lation. 

(i) Premium m gold . — As a result of the depreciation of 
pafier money in terms of gold, gold sells at a premium. This 
premium on gold is measured by the difference between the 
fixed mint price of gold (which is expressed in terms of gold 
coins) and the higher market price of gold in the market. Gold 
is displaced in circulation by paper money and becomes merely 
a commodity, subject to variation in price in terms of paper 
money, like any other commodity. 
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(ii) A fue in the rate of exchange, -^Them k a rise in 
the paper price of export bills payable abroad in gold.^ 

(iii) Flight of metallic money , — Paper money ^ when is^ 
sued in excessive quantities, tends to displace metallic money 
according to Gresham’s Law and the circulation comes to con- 
sist mainly of paper currency. 

(iv) Rise in prices , — This is the inevitable result of in- 
flation of paper money. According to the Quantity Theory of 
Money/ when the quantity of money increases faster than the 
demand for money (i.e. the volume of trade), prices in general 
rise (the value of money, or its purchasing |X)wer, falls). This 
is the main explanation of the sharp rise in prices during and 
after the last war in many of the belligerent countries, which 
were compelled to issue large quantities of paper money to 
meet their war expenditure. 

(v) Double set of prices , — ^There are two sets of prices 
for the same things, lower prices in gold and higher prices in 
paper. 

Thus the probability of oveHssue, with all its disturbing 
consequences, is the mam objection to inconvertible paper mon- 
ey. Moreover, experience shows that any attempt to correct 
the evils of depreciation and inflation by a return to s{>ocie pay- 
ments is difficult and painful because it involves a sudden cur- 
tailment of currency, a fall in prices, a setback to exports, 
etc. The value of precious metals, while, of course, not ira^ 
mune from changes, is founded on the bed-ro(*,k of their scar- 
city, natural qualities and the non-monetary demand for them. 
Therein lies the superiority of a standard based on them, 

§24. Future of paper money. — Owing to the suspension of the 
Gold Standard in Great Britain and several other countries 
since September 1931, an inconvertible Pajier Standard has 
been in operation in these “countries. So far as Great Britain 
is concerned, the confidence of the British ]:)eople in the Bank 
of England and the monetary policy of the Government, which 
aims at avoiding overissue of pajier currency, has made the 
present system workable. This success of the British naone- 
tary policy has made the prospects of a Managed (hirrency 
Standard brighter, at any rate in advanced countries. Less 
advanced countries like India will probably not be able to dis- 
pense with a metallic standard so readily. It is doubtful 
whether even the progressive countries of the west will be 
prepared to dispense {)ermanently with gold. In fact there 
are signs that gold will again come into its own after the pre- 
sent war.® The desire for restoration of the gold standard 
* Se© ch. xii, §17. * Bee §99. • Bee §17 above. 
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is likely to be strengthened in case inflation occurs on any 
large scale as it is apt to do during war time in spite of efforts 
to prevent it/ 

§25* Yalue af money. — We said above that one of the things 
we expect from good money is that it should be a stable stan* 
dard of value, just as the yard-stick — cmr measure of length — 
should not be elastic. The value of whatever is chosen to func- 
tion as money should not fluctuate in a disturbing manner. 
By 'value of money’ v^e mean the quantity of goods and ser- 
vices it will buy* If with the same amount of money we are 
able to buy more of things in general — in other words, if prices 
fall— this means that the value of money has risen. Similarly, 
if with a given amount of money we can buy less, that is if 
prices rise, the value of money has fallen (Rise of prices —Pall 
in value of money; Pall of prices -Rise m value of money). 
§26. The mechanism of Index Numbers.— In order to get an 
indication of the direction and the extent of price movements t 
the device of index numbers is used. We first fix a certain 
date or period with reference to which as a base we wish to 
compare prices at other dates or periods. We select a num- 
ber of articles in general use, put down the price for each of 
the articles at the basic date, and express each of these prices 
by the number 100. At other dates we take the prices (of the 
same articles) then prevailing and express them as percentages 
so as to show the proportionate change as compared with the 
basic year. The following table will make the idea clear : 


PBTCE CHANGES OF CEBTAIN COMMODITIES^ (19]a-20) 
(The figures in brackets show the percentage change) 


Year 

Eire 
Pnee per 
maund in 
Rs SB pB 

[ Wheat 
^ Price per 
maund in 
Ks as ps. 

Jov^ar 
Price per 
[maund in 
Rs as ps 

Balt 

Prue per 
maund in 
Ks as ps 

Colton 

cloth 

Price per 
piece m 
Ra as ps 

Average 
Index 
Number 
of prices 

^1913 

5 3 0 

H n h 

a 0 0 

0 h 7i| 
(100) 

5 4 0 



(100) 

(100) 

(100) 

COO) 

100 

1915 

6 0 0 

5 5 0 

3 4 0 

1 4 0 

4 2 0 


(116) 

(144) 

ao8) 

(233) 

2 1 0 
(420) 

(79) 

132 

1917 

5 10 
(97) 

4 12 G 

1 

3 1 3 
(103) 

7 2 0 
(136) 

« 

176 

1930 

8 6 0 

7 0 0 

5 8 0 

18 2 

14 2 0 



(101) j 

(188) 1 

(183) 

(2H0) , 

(259) 

! 216 


^ It IS believed that Keynes besidi’S hig post-war currency plan also has a 
scheme for establishing international commodity prices. It is supposed that an 
international monetary unit (the ‘bancor’) is to be evolved and that it will be 
fixed in terms of gold and managed so that stable relations will be raamlained 
between gold an^ goods. 

® Stanley Jevons, Moneys Bonking ond ETchonge m Indian p, 261. 




$03 Bl.BMEJf’I'AEf OIEIillg Of 1 0 Dll 0 H 10 S 

Adding np the percentage figures of the five commodities 
f<ir 1920^ we get a total of 1081. Dividing this by 6 (the num- 
ber of cjommodities) we get 216 as the average percentage in* 
crease. This figure is called the index number and is com- 
pared to the basic index number of 100 for 1913, 

In constructing an index number care must be taken to 
select as many articles as possible. These should be represen- 
tative and must be in general demand. The commodities should 
not all belong to one group, because if they do, they are all 
likely to move imthe same direction. Among the commodities 
left out there may be many which are largely consumed, and 
which are in constant demand, and the change in their case 
may be in the opposite direction to that of the commodities 
which have been included and which are all of the same type. 
The result will not be reliable unless most of the important 
types are represented. Wholesale prices are to be preferred to 
retail prices, Tlie former are very much more sensitive to 
competition and do not vary as widely from place to place as 
the latter do. For certain purposes, however, the retail prices 
may be more informative, e.g. in measuring the variations from 
time to time in the cost of maintaining a certain standard of 
life among factory labourers. 

§27. Weighted index numbers. — Since the importance of all 
the commodities that enter into consumption is not tlie same 
(e.g. bread is far more iraix)rtant than silk), a simple arith- 
metical average of their j>rices 'would be misleading. If, for 
instance, the price of bread were to rise by 50% and that of 
sijk were to fall by 50 % the index number of prices would not 
be affected, the rise being cancelled by the fall. But it is clear 
that the community would be worse off owing to the rise in 
the price of such a prime necessity of life as bread, though the 
index number failed to indicate this. Therefore the device 
of ‘weighting’ is adopted. Each price is multiplied by a num- 
ber calculated to represent the relative importance of the com- 
modity in question. Thus if bread and silk are consumed in 


WEIGHTED INDEX NUMBBB8' 


Basic period — 1914 j 

j Subsequent period — 1020 

Bread (7 units) = 700 

Bread (7 units) ^ 1,050 

Silk (1 umt) = 100 

Silk (1 unit) * 60 

■~8o6“ 

1,100 

Average of 8 anits 100 ' 

Average of 9 units = 187^ 


* H. A. Silverman, The Substance o/ Economics , p|). 19t)'L 
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ishe proportions of 7 to 1, the table m page 202 may im con- 
strocted to give m the weighted index. 

Thne the weighted index number for breads and silk is 137|. 
An index number calculated by this method of attaching ap- 
propriate weights to the commodities concerned gives a more 
reliable idea of the real change in the value (purchasing power) 
of money than the index number based on .tlie simple arith- 
metical average, 

§28. The uses of index numbers. — ^Index numbers of prices 
are useful in dealing with many practical problems. For ex- 
ample, to find out whether the real wages of labour as com- 
pared to its nominal or money wages have fallen or increased 
or remained unchanged, the index numbers of prices or the 
cost-of-living index numbers are compared with the index num- 
bers of nominal wages. The following formula (illustrated with 
reference to the wages in Bombay cotton mills) is used for this 
purpose : ^ 

Real Wages Index Number for December 1933, with 
July 1926 as 100 

_ Money Wages Index Number (83x100) ^ 

(tost of Living Index Number (72) ' ‘ ^ 

In the second place, index numbers give us some idea of 
the changes in the value of deferred payments and the extent 
of hardship caused thereby to creditors or debtors. They fur- 
niwsh some measure of the inflation or deflation of currency, as 
the case may be, and serve to indicate the degiee of contrac- 
tion or expansion of currency required as a corrective. Finally, 
index numbers impart a certain amount of definiteness to com- 
I>arisons of the value of money in different places or countries. 
§29. The Quantity Theory of Money.— The Quantity Theory 
of Money in its orthodox form states that the level of prices 
varies in direct proportion to the changes in the quantity of 
money, or alternatively that the value of money varies in in- 
verse proportion to its quantity. In other words, it is the 
quantity of money that determines the level of prices. If there 
are a hundred objects to be exchanged and a thousand pieces 
of currency, all the goods being offered against all the cur- 
rency, it follows tliat each commodity will exchange for ten 
units of currency. The proposition in this form depends upon 
three assumptions : 

(i) Every exchange of goods is accompanied by an ex- 
change of money. 

* W(ig&s nnd Un&mplo'yment in (he Botnhay Cotton Textile Industry^ p, 42, 
Bombay Labour Office (1934). 
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(ii) Money is used for no other purpose than as a means 
of exchange. 

(iii) All the money in existence is in circniation and all 
the goods are offered for sale. 

§30. Modification of the Qnantlty Theory of Money.— Obvi- 
ously in the actual world these assumptions hold good only par* 
tially and the Quantity Theory has to be modified so as to fit 
the facts. 

(i) The first modification is to widen the meaning of the 
term ‘money’ so as to include not only the metallic currency 
but all credit instruments such as notes, cheques and bills of 
exchange, which actually circulate and do the money work and 
the volume of which also influences the general level of prices. 

(ii) Further, by the volume or quantity of money, we 
must understand not merely the physical quantity, but also the 
rapidity with which money changes hands. Increased rapidity 
or velocity of circulation will raise prices just as surely as in- 
crease in the quantity of money as ordinarily understood.^ 

{iii) Again, it is clear that only that portion of money 
which is used as a means of exchange must be taken into ac- 
count. If it is used for other purposes (e.g. metallic money may 
he used for ornaments or bank cash reserves) it cannot be re- 
garded as part of the available money and therefore can have 
no infliience on pnces. 

(iv) Similarly w'e must exclude from consideration any 
money which may not happen to be m circulation but may be 
merely hoarded. 

(v) The quantity of exchanging to be done (quantity of 
goods to be exchanged multiplied by the rapidity with which 
they are exchanged) constitutes the demand for money. The 
larger the demand, i.e. the volume of trade, the greater the 
value of money (i.e. the lower the price level), other things re- 
maining the same; and vice versa. 

(vi) The demand for money also depends on the habits 
and convenience of people. Thus a man who receives his wages 

^ ‘Suppose there are ten things, and one hundred pieces of money, and let the 
things be of equal value lu the eye of the only possessor of the money. He 
will then give ten pieces foi each thing, and each piece of money is used once 
only m effecting these ten exchanges. If, however, the man of money only 
desired one thing, and gave all the money for that thing, and the receiver 
passed it on in the same way m one lump to his neighbour in the market, 
and so on through the whole set of things and mercJbants, each thing would 
be sold for one hundred pieces instead of ten; and the essential point of 
dilEercnce is that each piece of money is used ten times instead of once.’*-^ 
Nicholson, Elements of Political Economy, p. 263. 
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weakly will tend to hold a smaller amount of currency than if 
he is paid at the same rate but monthly. In the former case 
demand for money is less, therefore its value also will be less, 
i.e. prices v^ill tend to rise. In the latter case the effect will 
be the reverse of this. 

(vii) Growth of population geuerally increases the demand 
for money, and unless this is offset by an increase in the volume 
of money it should cause a fall of prices (i.e. rise in the value 
of money). If prices are rising rapidly (i.e. the value of money 
is falling) people will tend to hold less of it, thus helping prices 
to rise further. Tlie contrary of this holds good if prices are 
falling rapidly. 

It will thus be seen that prices are a resultant of a large 
number of factors. And though we can single out each factor 
and say how it will by itself influence prices, the finaf result 
in any given case will depend on how the other factors are 
working. 

§31. Peculiarities of the value of money,— Money like other 
things def)ends for its value on condilions of supply and de- 
mand. We can thus be certain that if we somehow increase 
the supply of money we are helping prices to rise, and that by 
restricting its supply we shall be helping them to fall. 

A distinction may, how'ever, be drawn between the value 
of money and the value of ordinary commodities. If the sup- 
ply of wheat were doubled its value would probably be less 
than half as much as belorc since the demand for it is inelas- 
tic. But if the supply of money were to be doubled, other things 
being the same, it.s valuer would be exactly halved. The ex- 
planation is the assumption that money is in demand only as 
a medium of exchange and is not wanted for any other use : 
therefore changes in its supply produce proix)rtioDate changes 
in its value in the absence of disturbing factors.^ 

§32. The Equation of Exchange.— Tlie following equation, 
suggested by Professor Irving Fisher, is commonly used to ex- 
press the truth embodied in the Quantity Theory : 

PT-MV + M'V', 

wliere P = Price level, T —Volume of trade, 

Metallic money in circulation, 

V—Kapidity or velocity of circulation of M, 

M'==^ Money in the form of credit instruments, 
V^-Vekxiity of circulation of M^ 


See tklso §83. 
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This eqiaatioJi cotiH also be rewritten as follows : 

This means that the price level vaiies directly with the supply 
of money (quantity of money multiplied by the rapidity of cir- 
culation), and inversely with demand for money (the volume 
of trade). 

The Quantity Theory of Money is confirmed by the his- 
tory of prices. The large discoveries of gold from 1895-19i4 
and the expansion of credit raised the general pHce level by 
greatly adding to the supply of money in the countries on the 
Gold Standard. Prices would have shown an even greater rise 
but for the fact that the increase in the quantity of money was 
counterbalanced to some extent by the growth of business or 
increase in the demand for money. So also we all know how 
during the last war the inflation of paper money in the belli- 
gerent countries of the world resulted in a sharp rise in the 
price levels in these countries. One cause of the slump in 
prices during the world economic depression from 1929 on- 
wards, was held to be a decrease in the quantity of money, due 
partly to the shortage or maldistribution of gold and partly to 
the contraction of credit. 

§33. Relation between the cost of specie and value of money.— 

The value of money, like the value of other commodities, is 
in the long run influenced by changes m its cost, i.e. changes 
in the cost of production of the precious metals, especially 
gold. (Wc are assuming the general prevalence of the Gold 
Standard.) Thus a lower cost of mining gold will increase 
its supply — and therefore the supply ol money — and raise the 
price level (i.e. lower the value of money). On the other hand, 
a higher cost will lower tlie general prices by diminishing the 
supply, and raise tlie value of money. As in the case of ordin- 
ary (X)mmodities, the relation between cost and value is mu- 
tual. Thus if the value of money is high (i.e. all money costs 
of labour, raw materials, etc, are low), the supply of specie 
or money is likely to be greater since even the comparatively 
poorer mines can be worked with profit. If the value of money 
is low (i.e, money costs are high), the supply will tend to be 
less, since the comparatively poorer mines will cease to be work- 
ed. Owing to the durability of precious metals and the exis- 
tence of large old stocks, changes in their annual output influ- 
ence their value very slowly, unlike the case of ordinary com- 
modities with negligible old stocks. Therefore during compar- 
atively short periods it is the value of money which influences 
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iBmiug actmty mA determines whicli mine wili be the mar- 
ginal mine, i,e* jnet worth working at the current ?alue of 
money (or the current price level) , In the long run, however^ 
changes in the cost of production of specie do affect the value 
of money. 

§34. Price changes and their effects on the different sections 
of the community, — It has been shown above that fluctuations 
in prices take place either owing to changes on the money side 
of the equation (supply of money as influenced by its quantity 
and velocity of circulation) or owing to changes on the goods 
side (demand for money as influenced by the volume of goods 
to be exchanged for money and their rapidity of circulation). 
These changes in the price level or the value of money (its 
purchasing power over goods and servicesj create widespread 
economic disturbances, since the modern economic system is 
based upon a price structure and long-term contracts resting 
on the assumption that the value of money will remain stable. 
Some of these efl’ects are noticed below. 

(i) Creditors (investors) and debtors , — A rise in the price 
level affects creditors adversely and debtors beneficially. Be- 
tween 1914 and 1920 prices in India were roughly doubled, and 
therefore a loan of Ks. 100, contracted in 1914 and repaid in 
1920, meant a loss to the creditor, since with the Es. 100 which 
he received in 1920, he could purchase only one-half of what 
he could liave purchased in 1914, when he advanced the loan. 
The burden of the debt for the same reason is lightened for the 
borrower if prices rise. Conversely, a fall in prices is of advan- 
tage to creditors but burdensome to debtors. Tims changes in 
prices disturb the equities of debt payments, especially in tlie 
case of long-term contracts (this also applies to public contracts, 
e.g. long-term public loans). 

(ii) The business community . — ^Producers and merchants 
welcome a rise in prices, since tlieir costs of production — such 
as wages and interest charges — do not increase as fast as prices. 
They take time to adjust themselves to the change in prices. 
In the meanwhile the profit-margins are widened and business 
activity is stimulated. On the other hand, falling prices are 
considered bad for trade and production, since profit-margins 
are reduced owing to the failure of costs (Wages, etc.) to adjust 
themselves quickly io a lower price level. Producers and em- 
ployers of labour thus act as a buffer between prices and wages, 
absorbing the shock caused by price changes and experiencing 
first their good or bad effects. Part of the explanation of the 
optimism of the business community in the case of rising prices 
and pessimism in the opposite case is, however, purely psyebp- 
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l<)gical* When prices rise, money incomes also risei End the* 
}>ecomes a matter of jubilation by itself, even though the value 
of money may have diminished. Similarly a decline in prices 
is dreaded because it leads to a diminution of money incomes, 
although real economic welfare might remain unaffected owing 
to the increased purchasing ix)wer of money. 

(iii) Wage-earners , — ^Wages are generally the last to rise 
and the last to fall. Therefore a rise in prices is disadvanta- 
geous to wage-earners since the purchasing power of their in- 
comes IS reduced. A fall in prices, on the other hand, is wel- 
comed by them since their real wages are greater for the time 
being. At the same time high prices and high profits mean 
more business activity and ilierefore better employment for 
labourers. Low prices bring about stagnation of business acti^ 
vity and therefore reduce the volume of employment. 

(iv) Persons living on fixed wonies , — Persons living on 
fixed incomes in the slTape of pensions, interest or rent, suffer 
in a period of rising prices and gain in a jx^riod of falling prices, 
«ince the purchasing power of their fixed incomes shrinks in 
the former case and expands in the latter case. 

Thus rapidly rising as well as rapidly falling prices create 
an unstable economic equilibrium in society by causing serious 
disturbances in the relative distribution of wealth. This means 
disturbance in industry and unequal and undeserved gains and 
losses to djfl’erent classes. Production is underiaken long in 
anticipation of demand and is based upon certain anticipated 
prices, and long-term contracts are entered irno on the as- 
sumption that the value of money will not change. A reason- 
ably stable price level or stability in tlie value of money in 
terms ot goods and services is therefore highly desirable for the 
smooth functioning ol the economic machinery of the world. 
§35, The problem of price stability* — The serious and violent 
disturbances in prices during and after the last war have at- 
tracted a good deal of attention towards this fundamental issue. 
Modern writers on money have laid great emphasis on the in- 
ternal stability of prices. It is argued that while stability of 
the external value (the exchange value of a currency unit in 
terms of other currencies) of a country’s money is an impor- 
tant facility to foreign trade, it is not so important as the stabi- 
lity of the internal value of money or the intenial price level. 
This objective of monetary policy is capable of being attained 
in a large measure by the careful regulation of the volume of 
money (currency and credit) in each country. If this were done 
by all countries, external stability would also be largely real- 
isied. Plans for reconstruction after the present war are bound 
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^0 fiiil tdil©3ss fey include moneta^ reeonstrtaclion. 'SoSbemee, 
ettch m fese of Lord Keynes, aiming at currency fe price 
etibfeatioti assume international co-operation. Among fe ar- 
rangements contemplated is the establishment of an Interna- 
tional Bquafeation Fund to which gold is to be contributed 
by such countries as i>ossess it. The gold, and the credit based 
on it, is to be used for the settlement of i)ost-war balances 
and payments. At present co-operation is visualized among the 
allied nations and more especially between England and Ameri*- 
ca. But eventually all the important countries will have to join. 
§B 6 . The Multiple or Tabular Standard.— Some writers, such 
as Jevons, have recommended the use of an official index num- 
ber as a standard of deferred payments. Tliis is called the Tabu- 
lar or Multiple Standard since it is based on the average move- 
ment of prices of a number of important commodities, whidi 
thus form a basis lor a unit of general purchasing power in 
terms of which long-term obligations might be expressed and 
adjusted. This scheme is attractive, but it is not so simple as it 
looks. It is by no means easy to construct a reliable index num- 
ber of prices. The official agency entrusted wnth this task might 
also be biased, arbitrary or corrupt. Moreover, the uncertainty 
of the changing official index number would make commercial 
transactions speculative 

§37, Plan of a compensated dollar. — Another interesting plan 
IS suggested by Professor Irving Fisher in his book Siahiliz- 
ing ike Dollar (1920), He projioses ‘to adjust the weight of 
the dollar (i.e. the gold bullion dollar) at stated intervals, each 
adjustment to be pro{x>rtioncd to the recorded deviation of the 
index number from par’. Thus a rise m prices would be coun- 
teracted by adding to the weight of the dollar, and a fall in 
prices by deducting from it. Tiie 40% reduction in the gold 
content of the U.S.A. dollar m 1934 was intended to check 
falling prices and raise them to a desired higher level. 

The problem of price stability has not, so far, been satis- 
factorily solved. An International Gold Standard, worked 
under close co-operation among the Central Banks of the world, 
should yield satisfactory results. The present unsatisfactory 
international situation, however, does not ]ustif> our expect- 
ing an early realization of such hopes. 

§38. Other essentials of a sound monetary system.— Stability 
of the value of money, internal and external, is the first essen- 
tial of a sound monetary system. Other essentials are : (i) cer- 
taipty, (ii) simplicity, (iii) elasticity, and (iv) economy. 

(i) Certainty.— The principal features and the mechan- 
ism of the monetary system of a country should he definite 
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Mlii certain . I’his k accomplished by a oomprehensive moaet- 
aty law precisely defining the various obligations of the cur- 
rency authority, Por example, the Gold Exchange Standard > 
as it was operated in this country until recently, did not fulfil 
this condition, since too much was left to the discretion of the 
Government and the standard was nowhere precisely defined. 

<ii) Simplicity , — The monetary System should be simple 
and readily intelligible to the ordinary citixen. The Gold Cur- 
rency Standard, judged by tliis test, is less complicated than 
other forms of the Gold Htandar<l or Managed Currency Stan- 
dard, Some writers attach special importance to this considera- 
tion in India where the general level of enlightenment is low. 

(lii) ElaMicity.— It is also necessary that the monetary 
system of a country sliould be elastic. It sliould be capable of 
automatic expansion and contraction according to the monet- 
ary needs of tlie country. In a mainly agricultural country like 
India, witJi its cycle of busy and slack seasons, it is particu- 
larly necessary that the monetary’ system should be sufficiently 
elastic to meet tlie varying seasonal demands for currency. 

(iv) Economy ,—JjdLsi\y , economy sliould be one of the 
guiding considerations of a sound monetary system. For ex- 
ample, the Gold Bullion Standard ts more economical than the 
Gold OiuTency Standard, and a well-managed Taper Currency 
Standard is the most economical of all — although m practice 
sucJi a standard usually breaks down. 

No rigidly uniform system can bo applied indiscriminately 
to every country. Each (‘ountry must decide wnich is on the 
whole the best workable system suited 1o its special conditions. 

SITMMAKY 

Tf there v.ere no irjoney wo Rhonld have to fall back on barter, wbioh ia a 
most clumsy and inconvenient method of exchange, (i) Barter is possible only 
where there is the double coincidence of w’antH and possessions, (n) Even then, 
endless higgling would result in settling the terms of bargains, (iii) Money 
can he divided into any units, Rm^tll <^r lar^^c, hut usually things cannot be 
60 divided. 

Money funcMons aft a (i) medium of exchange, (ii) measure of value; (iii) 
store of value; (iv) rc'scrvc for bank credit; and (v) standard of deferred pay- 
ments. 

In order to be able to perform those functions satisfactorily, the moneys 
material should preferably possess all of the following qualities: (i) Port- 
ability, (ii) durability, (iii) Intrinsic value, (iv) Homogeneity, (v) Divisibility, 
(vi) Malleability, (vii) Cogniribility, and friii) Stability of value. 

Of all things tried so far, the precious metals (gold and eilvof) have been 
found the best to fulfil these requirements. 

A standard min is (i) a coin of which the contents are defined by law; 
(ii) it« face value is the same as its intrinsic value ; (iii) it is unlimited legal 
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'tendBT; (w) it is freely coined; and (t) all values are expressed m terms of it. 

fokm% (mm are (i) limited legal leader; («j not freely ^joined; #Eui (iii) 
their intrinsic value is smaller than their face value. They succeed It main** 
tawnng the arkhcial value given tp theua because they are reijuned for small 
payments ami au nua&d m hmted qmnUttei,< 

coins and token coins aro both stamped by the Government. In 
the case of standard corns the Government also guarantees the weight and 
the hneness of the metal used 

Free mmge means the right of any holder of bullion to have it converted 
into (or exchanged foi) standard corns at a fined rate arid without any Uimf of 
a'm<mnt. 

Coinage is gratuitous when there is no charge levied for conversion of bul- 
lion into coin at the mint, 

The mint price means the rate at which standard com is given for bullion 
at the mint 

Dchaument meaim the debbtiatc and illicit leduction of quantity or proper 
tion ot fine nntal in (h< htandard coiii—an activity at one tmu* mdulged m even 
by Governments (geneially by needy and unscrupulous sovereigns) but now con- 
fined to cux)ks and swindlers 

When any kind ot money is said to be legal tender loi full or unlimited 
legal tender), it means I hat it can be legallj used for the fined discharge of 
oldigations without limit of amount When it is said to be hmiied legal 
tender, it means that nob<jdy can legally he compelkd to accept it foj pay- 
ments beyond a certain amount staled by law 

Grisham's Law states that when good and bad money are circulating to 
getlier, the bad money eventually drives the good money out of circulation 
The law applies not only in the case of good and bad coins of the same metal 
but also to conditions arising under bimetallism and when a depreciated paper 
money is ciiculatnig side by side with met alht money 

Gresham’s Law holds good subject to the following qualifications' fi) It 
acts only when a laige iiumbor of people disco\er that some money is bad and 
some good, and desire to abstract the good money from eirculalion for more 
profiUble usih (ii) Lutb good and bad money may (ontimie togethei if the 
total supph of money is sufliciently limited (in) Olie law assmneH that there 
js no difficulty about the bad money being accepted as a medium of exchange 

Under mmomctallmn standard corns only of some (me seler^ted metal ate 
in ciiculation We have himdaUihm w'hen there are stamlard mm of two 
rnelals (gold and aihei) in cuculation with a fixed legal ratio of value be- 
tween them Under tlu Paper or Managed Currency Standard only paper is 
in circulation without any guaiantee of convertibility at a fixed rate into the 
standard metal or standard corns 

A country is said to be on the Gold Slandaid when all values are mea- 
«med in gold and (he standard monetary unit is always maintained at a cer- 
tain defined value in gold. 

A Gold Btandard with actual gold emus in eiroiilation n called the Gold 
Currervoy Standard Thuler the Gold Bullion Standard no gold coins are in cii- 
culation, but all legal tender cuirencw (eg. Bank of England notes m Eng- 
land) IS convertible into gold (not m the foini of coins but of bars) at a fived 
rate Gold is similarly convertible into legal tender currency, and export and 
import of gold are unrest noted as under the Gold Currency Standard, 
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UMer th» (^old Bktnd&rd, the iafcenaal (mmmB e| 

tokeofi ef siltet or The internal ourreacy la waaiataioed at a eerfcaia 

fixed vake ia tepae of gold hy providing Cor ita convertibility into gold ©x^ 
ohanget i*©. bill# and drafta on a foreign centre where the gold standard ib 
in effective o|>ei:ation. Arrangements are also made for converting gold into 
local currency. 

Quit© a number of countries are at present off the Gold Standard. It has, 
however, broken down not because of its inherent defects but owing to cer* 
tarn exceptional circumstances and owing to the failure on the part of certain 
important csountric-s to fulfil the conditions for its successful functioning. The 
Gold Standard, in spite of its difficulties and inconveniences, is still the most 
satisfactory and the least risky system of all and it is possible to make it 
more elastic and less costly, e.g. by dispensing with gold in circulation, by 
decreasing the proportion of the metallic reserve and by active co-operation 
among the Central Banks of the world. The principal merit of the Gold 
Standard is its simplicity and the protection it affords against the evil of 
infiation. 

Bimetallism had a long innings in Europe of about 200 years, till sudden 
changes affecting the production of the precious metals einco the middle of 
the nineteenth century began to subject the system to violent disturbance. 
Gresham’s Law came into operation and now silver and now gold began to 
disappear from circulation. The efforts of the countries of the Latin Union to 
maintain both the metals in circulation proved unavailing. Bimetallism was 
finally abandoned by practically every country — a process which was power- 
fuTly helped by the example of England. Franco and other members of the 
Latin Union adopted what is knowm as the Limpinq Standard. Bimetallism 
in practice works out as an alternating standard of silver or gold. International 
bimetaliiem is theoretically a workable proposition and would ensure even a 
greater stability of prices than under the Gold Standard. But owing to the 
opposition of some important countries, like England and Germany, and of the 
banking world it has not so far been found feasible to give a trial to bimetal- 
lism on an international ecale. If the necessary internal ioiml co-operation is 
forthcoming, an even more promising experiment than bimeialiism would b© 
some Sort of an International Managed Paper Currency Standard. 

At present most of the important modern nations have a Managed Paper 
Currency Standard. It is cheap and its quantity and therefore its value are 
more susceptible to conscious regulation than is the case with the precious 
metals. But it is a curse if the temptation to over-issue is not firmly resisted. 
This applies particularly when we have fiat or inconvertible paper money. In 
the case of fiduciary or convertible paper money, the principal precaution against 
its depreciation is to maintain a sufficiently strong reserve for ensuring con- 
vertibility. Banger signals of inflation and depreciation of paper money are 
<i) a premium on gold, (ii) a rise in the rate of exchange (unfavourable ex- 
change), (lii) external drain of gold, (iv) rise of prices, and (v) two sets of 
prices— one in gold, which is lower, and the other in paper, which is higher. 

The evils 0 / depreciation are (i) undeserved and uxiexpected losses and 
gains to different classes of people, (ii) uncertainty in business and in inter- 
national trade and in all kinds of contracts based on money, and (iii) private 
and public extravagance. It is possible to have an iUexpensive and aanely 
regulated system of paper money. But the pitfalls are so numerous and the 
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of moaaoiary ebaos dw to ov«r-is»^0 And Imflaiion dtiring IIdo l«wat waa: 
and tbd post-wftr i^nod m »tilJ so vivid that evsn tbe most advatwsdi amoJig 
tbe westoim yiaiions is likely for some time to coroe to prefer the safety of the 
0old Sttmdard to the possibly superior advantages of a cautious and wisely 
regelated system of paper money. 

It IS often neessary to find out tbe eicteut of change in the mlw of 
during a given penod. Tbe device of mdca; ntmhers is used for this purpose. 
It can be depended upon to give an approximately correct measure of the 
<diange, provided we are careful to select commodities (i) suf&eiently numer- 
ous to represent general consumption, and (ii) not belonging to the same group. 

Q-enerally speaking also it is better to use wholesale rather than retail 
jurices. When the commodities sele<*ted are given weights expressing their 
relative importance, we get weighted mdex nwmhers 

The Quantity Theory of Money states that the level of prices vanes in 
direct proportion to changes in tbe quantity of money. This is true subject 
to tbe following qualifications and assumptions, that • (i) money is used at every 
exchange of goods , (li) money is used only for exchange and only such money 
18 taken into account; (in) all the money m existence is offeied against all the 
goods produced for sale, (iv) money includes not only metallic money but all 
the credit instruments winch do money- work; (v) quantity of money means tbe 
physical quantity combined with rapidity of circulation, and (vi) tbe level of 
prices {or the value of moiuy) is determined not only by its quantity (supply) 
but also by the \auous factors governing the demand for it (e.g. volume of 
transactions, etc ) (Tbe elasticity of demand for money is always equal to 

unity ) The truth of the Quantity Theory is illustrated by price changes m 

recent times 

As m the case of other commodities, tbe cost of production of precious met- 
als 18 one of the factors governing tbeir value and the value of the money 

which may happen to be based on them But owing id the huge volume of 

precious metals already in existence, tbe position as regards their supply m 
any given year does not appreciablj affect tbe value of the total stock, though 
in the long run the cumulative effect of tho yearly supplies will make itself felt. 

A nse of prices is favourable to debtors, producers and merchants; and 
unfavourable to creditors, wage-earners, and those with fixed money incomes 
A fall of pnees exactly reverses this position 

Wfige-eamers, however, may stand to lose on the whole by falling prices 
if this seriously diminishes profits and enterprise, and therefore the volume 
of employment available 

Tbe question whether complete siahthty of prices is desirable need not be 
asked, becauBe eutb a thing is unattainable in a changing world Violent fluc- 
tuations are, however, unquestionably bannful Reveral plans jaave been pro- 
posed for achieving at least relative stability Probably tbe best results will 
be (Jbtained by an International Gold Standard and close and systematic co- 
operation among the Central Banka of the world. Present conditions are, how- 
ever, not very favourable to such co-opcration. (Violent price changes are al- 
ways bad. H the alternative is between gradually rising prices and gradually 
falling prices, we should be inclmnd to fa\our the former because they act as 
an incentive to economic activity ) t 

Apart from comparative price stebility, other minor essentials of a smnd 
momtary system are certamty, simplicity* elasticity and economy* 
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EXCHANGE: CREDIT AND BANKING 

Crkoit 

§1. Nature and characteristics of credit.— Among civilized 
men economic transactions are largely based on mutual credit 
or faith. Many people, for example, entrust fchcir money to 
banks in the faith that when they want it back the banks will 
be willing and able to return it. Again, a very large volume of 
buying and selling takes place not on a basis of cash but of 
Cl edit (that is, a promise to jiay in the future). The shopkeeper 
allows us to run up bills because he has confidence that we 
shall discharge the bills at a luture date Banks very often 
advance money to business people and others in different ways, 
usually against some securitj, but always in the expectation 
that the borrower himself or someone else will be willing and 
able to fulfil the promise of future yiayment Tn a well-con- 
stituted Slate, the aid of law also can be invoked, if necessary, 
to enforce the fulfilment of these promises — miphed or ex- 
plicit. This preparedness to trust each oilier, and the fact that 
it is in most cases justified, has most inifiotlant economic con- 
sequences, as we shall see presently. 

Credit involves a temporary transfer of wealth. Tn this 
way some person or body of persons acquires the right to en- 
joy wealth the ultimate economic title to which belongs to 
someone else. Credit may, of course, take the form of a loan 
of concrete goods or the temjwary transler of a mere right or 
privilege. Ihit in most modern instances of cri^dit the thing 
lent IB money, so that credit becomes a contme-t for the future 
delivery of money by the borrower to the lender. Tt is evident 
that, owing to the time element in ciedii , the lender or credi- 
tor necessarily exposes himself to a certain amount of risk, 
because his confidence in the probity or solvency of the bor- 
rower may prove to be misplaced and the borrower may fail 
to meet his obligations on the stipulated dale * 

We may now give a more formal definition of credit, ‘Cred- 
it is an exchange or transaction which consists in the tempor- 
ary transfer of the usance of wealth in the form of concrete 
good^ or a fund of capital or a mere right or privilege. The 
essence of credit is the right of enjoying something, in most 
cases money, the ultimate economic title to which belongs to 
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Credit^ as poiated out atovo, nowadays is i^irtuai- 
ly a Contract for tiie future delivery of money. Time and 
confidence are the two essential features of credit. 

§2. ProdnctifB and unproductive credit « — According to the us© 
made of credit we distinguish between productive credit and 
unproductive (or consumption) credit. For example, when the 
Indian f>easant borrows for marriage expenditure, credit is used 
unproductively. But if he borrows for land improvement or 
for meeting cultivation expenses, credit is productively used. 
In the modem economic organization credit is mostly used for 
productive purposes. The principal unprorluctive use of credit 
today is when huge war loans are contracted by the State. 

§3. ClPedtt instruments. — The promise to pay in the future 
takes various forms, which include i>erbal and book ^rediU? 
The principal credit instruments are promissory notes, cheques 
and bills of exchange. 

A ffomissory note is a written promise by the debtor to pay 
a certain sum of money to the creditor, either on demand or at 
the expiration of a 8[)ecifiecl period. The creditor or the ‘payee’ 
can endorse (sign) the nole and thus make it negotiable or 
transferable. If there is one endorsement on the note it k 
called double-name paper, because both the maker (the origi- 
nal debtor) and endorser are responsible. Many of the loans 
granted to ryots in India bv moneylenders are supported by 
such promissory notes. Anotlier important class of promissory 
note comprises the currency notes issued either by the Govern- 
aient (as in India until recently) or by some authorized institu- 
tion like the Bank of Fingland in Great Britain. These notes 
are payable on demand and form part of the regular legal-tender 
currency of most countries. Promissory notes are also exten- 
sively used in connexion with the inland or internal trade of 
a conntiy, and are included in ‘commercial paper’. (See Fig. 
14.) 

Next we have cheques. A cheque is a written order signed 
by a depositor — an individual or a firm — on his bank, ordering 
the bank, on demand, to pay a certain sum of money to a 
third person or to the drawer himself, or his order, or to the 
bearer. Sometimes a cheque is crossed, i.e, two lines are 
drawn obli(|uely across the cheque (see Fig. 15). Like the 

^ Seligman, op. oit., p. 4%. 

® ‘Verbal credit’ is a loan granted on the iner© verbal piomi^e of the borrower 
to make payment at a certain time. ‘Book credit’ (or ‘book debts’) is febe credit 
granted and entered in the books (ledgers) of the creditor. It is credit on 
acopnnt, The entry in the ledger is evidence of the credit granted. There 
m no such evidence or verbal cjredit unless there is a third party as a witness. 




Fig 14. — Specimen of a Promissoby 




Fig. 16 — SPECIME^ of a Doaiestic (Intern ae) Biee of Fnohange 
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ordinary cheque, the crossed cheque is also dralvn upon a 
bank, bull it can be paid only to the bank to whoni it is crossed. 
The name of the bank in whose favour it is crossed is some- 
times written between the two lines drawn obliquely across 
the cheque. Such a cheque is generally carried to account 
and is safer than the ordinary cheque; even if it is stolen, it 
is of no use to the lihief since only the bank in whose favour if 
is crossed can obtain payment on it. A cheque drawn by one 
bank upon another is known as a banker’s draft 

A bill of exchange^ is an order hv one person or firm (call- 
ed the 'drawer’) drawn on another person (a firm or a bank, 
called the ‘drawee’) instructing the latter to pay a certain sum 
money for value received to a third party or to the drawer 
(called the ‘payee’). But, unlike a cheque, a bill of exchange 
is not necessarily payable on demand or at sight, but at some 
future date; it may be after thirty days or sixty days or 
ninety days, but generally not longer than six months. It is 
called a ‘sight bill’ if the payment is to be made as soon as 
the drawee has seen it (i.e. on demand). If the payment is 
to be made at the expiration of a fixed period it is called a 
'time (usance) bill’. Tlie person on whom the bill is drawn 
may either accept the bill by signing it as ‘Accepted’ or de- 
cline to make payment (signing ‘Protested’). The acceptor 
becomes legally liable to make the payment due on tlie hill. Tf 
the drawer and the drawee are in the same country the bill is 
called a domestic bill; if in diflerent countries, it is called a 
foreign bill (an exfKirt or import bill).^ Fig. 16 is a specimen 
of a bill of exchange, the acceptance being written across the 
bill by the ‘drawee’, 

§4. liow credit economizes the use of metallic currency. ~ 

The element of trust involved in a cheque or bill of exchange 
is greater than in a Government or bank note. The note is 
as good as cash because it can generally be converted into 
cash : the State or a State-authorized bank undertakes the 
responsibility for conversion. The note is also legal tender, 
which a cheque or bill of exchange is not. A vast volume 
of transactions is conducted by means of cheques and bills of 
exchange, and a great economy in the use of the precious 
metals as currency results. This is facilitated by two devices. 
In the first place, both cheques and bills of exchange (as also 
promissory notes) are negotiable, i.e. they can be transferred 
by the payee or the person in whose favour they are drawn 
by endorsement to another person. In the case of cheques 

* A hmdi IB a of the dotnoBtic bill of exchange. See SUments of Iiv 

4faii l^conovmcs^ oh. yi. * Soo ch. 
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Hi^a>d 0 p&y&ble to tiie bearer ('bearer chequeB^ as they 
oalled), the transfer is eifacted merely by delivery ffom hand 
to hand as m the case of a bank note* Thus before a eheqno 
or a bill of exchange is finally cashed or 'retired*, it may have 
passed a number of times from hand to hand, being used 
like money for the dischai'ge of obligations. Cash or we of ac- 
tual money is thus dispensed with so far as the intermediate 
transactions are concerned. Secondly, there is the device of 
the ‘clearing house’, which is described below. 

§5. The bankers' clearing house,— In most of the big bankmg 
centres like London, New York, Calcutta and Bombay, there 
is an institution called the bankers’ clearing house, on which 
are represented the principal banks m the centre. This organ- 
ization perfoms the function of offsetting cross (contra or 
mutual) obligationB in the foim of cheques on each other 
received by the various banks in the course of their day’s 
transactions. The leading bank of the place (generally the 
Central Bank) presides over the clearing house and acts as a 
banker’s bank, and as the otliei banks keep an account with 
it, it can adjust m its books tlie deficit against or balance in 
favour of the various member-banks after offsetting the differ- 
ent claims of the banks amongst themselves. The member- 
banks usually keep certain balances with the Central Bank 
and pay the difference by a draft on the latter, generally called 
a 'banker’s dejiosit’. Thus the business of 'clearing’ inter- 
bank indebtedness is transacted and the necessary adjustments 
are effected by book entries without any cash changing hands. 
In the London clearing house, for example, barely 1% of the 
cheques is actually cashed. 

§6. Economic functions of credit, — (i) The principal use of 
credit is that it enables men of enterprise and initiative to 
embark upon lai ge-scale ventuies on borrowed capital. It mobi- 
lizes the existing capital, i e. makes its more effective use 
possible. It enables production to be initiated long in advance 
of demand, that is, m advance of the sale of the product to 
the consumer, (n) It transfers capital from those who cannot 
or do not wish to use it themselves to those who have the 
desire and the capacity to use it profitably. Naturally, those 
business men who are known to be competent obtain credit 
more easily than those of unproven ability. Credit thus exer.- 
cises a selective influence and encourages the survival of the 
fittest amongst industrialists and business people. It is clearly 
advantageous to the community that capital should flow into 
the hands most capable of using it well. Further, some busi- 
nesses are liable to come to a standstill unless through credit 



: OBEDIt AHIi BAIStplUa ®t 

I €Oi:itiatiotk supply of capital ia ensured* Credit may al»o be 
jaid to promote the progress of inwrition becans© the intoo- 
inction of inventions and new processes requires capital^ the 
mpply of which is facilitated by credit* Credit is to be distin- 
^died from capital in the same manner that money is dis-^ 
bingnished from capital. Both money and credit stand for 
purchasing power, and whether or not they represent or stand 
for capital depends on whether they are sf)ent on the capital 
accessary for further production or on objects of immediate con- 
sumption. 

(iii) Thirdly, as already seen, credit enables considerable 
Bconomies in the use of gold (metallic money) to be effected, 
and provides convenient media of exchange, such as bank 
notes, cheques and bills of exchange. 

§7. Abuses of credit. — Like every human device credit is 
liable to be abused. If the borrower uses credit recklessly and 
wastefiilly he inflicts ruin both upon himself and on the lender. 
Moreover, there is the danger that credit may be issued to ex- 
cess by the banks (who are Ihe principal dealers in credit to- 
layl so that the economic stability of society is endangered and 
^i;M3ci]lation encouraged. Overproduction may ensue as one of 
rhe evil results. The unwise use of credit may also enable the 
weakness of business concerns to be concealed for quite a long 
time, making the inevitable crash all the more disastrous when 
it comes. Hence the need for careful regulation. 

Banking 

§b. Utility of banking. — l^ankmg occupies a most important 
position in the modern economic world. Banks are dispenserB 
of credit, and we have already examined the numerous ways 
in which credit serves the community and keeps the wheels 
of commerce and industry revolving. offering opportuni- 
ties for investment and safe cu8tod\ of deixisits, banks stimu- 
late the habit of thrift or saving, and discourage hoarding or 
an unproductive use of surplus wealth, thus promoting invest- 
ment and the growth of capital, A wise banking jKilicv may 
go a long way towards mitigating the shocks of an economic 
crisis. While all these advantages can be reaped from a sound 
banking organization wisely conducted, a banking system, if 
badly constructed and badly handled, is capable of inflicting 
great harm on trade and industry and of seriously impeding 
economic progress. 

§9. Banking; dtefiuttion and functions.— Banking means the 
business of dealing in credits, and a bank means an institution 
whose main business is receiving deposits from the public and 
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m tfa© bm^ ot tJicm makmg advances and loans m Siach a man- 
ner as to make a profit foi itself ^ 

The fnmUons 0/ Modern banks perform a variety 

of iimctiom, some of which aie given below : 

(1) Varioiiij kinds of dcahng^, such as moneyn 

changing, shipment ol money or bullion, purchase and sale of 
bulhon 

(xi) Beietmnq of depouh —This is considered lu greatei 
detail below * 

(iiij Discoiintmg (1 e purchasing at present worth) com- 
mercial pa pel (0 g bills of exchange and promissory notes) 

(iv) Granting loam in other nay^ eithei b} advance^ 
against securities or bj way ol overdraft/ mortgage loans, or 
b) the pinclmse of shaies in indnsiTial companies 

(v) hsw of bank noi(^ — This function, as we sliall see 
latet,* IS now ula}s virtually restricted to the Central Bank of 
Issue In the eighteenth centiirj d was legarded as an essen- 
tial function of all banks 

(vi) Dealmq^ in foreign exchange 

(vii) hsiK of scnintic^ (eg bonds 01 shares for joint- 
stock companies) 

(vni) Performing agency fmciiom on behalf of clients, 
such as {a) safe custodv. sale or pnnhase of securities; (h) ^afe 
ciistodv of other valuiblcs; (c) colhction oi dnidends and inter- 
est for clients, (d) acting as correspondents and clearing agents 
for other banks (c) issuing letters of credit to travellers, (/) 
acting as trustees, executors, attorneys (g) serving as bankers 
to ]oint-stock companies, (h) the Central Bank of a ccnintfv 
acts as the agent to the Government and performs banking 
functions for the <lo\ eminent " 

§10 Some features of modem banking.— to Banking spectaP 
nation ~li must not be imagined ]iOwe\(S, that all these 
funetrons are performed by every hink There is a di\ision 
of labour and specialization liere as elsewhere Thus what 
are known as commercial banks accept dejiosits lor shoit 
periods and lend credit also for short periods (for the current 
finance ot trade and industry) in England, the U fi \ and 
India As distinguished fiom these, theie ate the industrial 
or imestment banks, like those in Japan winch extend long- 
term finance, le lend money for long periods to industrial 
concerna and raise their working capital by debentures Rome 

* ‘The term bank is ordinarily applied to an mstitution vvhicb receives de|>omts 
of momy or of credit and wbich seeks profits tbrongb the extension or sale of 
its own credit’ E E Agfger, Orgnnwd Bmhng, p 19 
® 8e6 ^ni3 ® Sec §14 * See ^14 See §16 « Set, <h %n See §20 
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tojaks, as the credit bants m Germany, are of the mited type 
and oombme ordinary commercial bankmg with mvestoent 
banking* Certain banks specialiase m land mortgage bankings 
some m savings banking , some m oo-operative banking, some 
in the financing of foreign trade or foreign exchanges* The 
Central Banks are in a class by themselves. They are gener- 
ally empowered to issue papei currency and their outlook is 
national and (lifieient trom that ol the ordinary banks, which 
are ordinary piofifc-making concerns 

(n) Bank amalgarnaitons . — ^Another striking feature of 
modern banking oigsnization is the process of liank amalgama- 
tions undei the stimulus of much the same forces (namely, a 
desire to avoid competition and ensure ec'onomieB) as promote 
large-scale production, large-sc^ale managemeni and combina- 
tions. Thus England has its ‘Big Five’ (Barclays, Lloyds, the 
Midland, National Piovincial and Westminster b,inks) The 
advantages of amalgamation ate eliicnnt oigam^ation and the 
coutrol of banking tluougU highij-paid expert manage! s, the 
centraluntion ol leseives, cheaper and wider banking facili- 
Ues, and services thioughout the country and the woild 
usual, certciin disad^^antages show thcmsehes if the process of 
amalganiaijon is earned too far so that the whole orgamza- 
fion becomes unwieldy, cumbersome and excessively central- 
ized and leads to the negieci ol local interests Financial 
resources may also c\)me to be centrah/ed m the hands of a 
single organization witli ail the attendant evils of unchallenged 
monopoly It is, theieloie, felt that something must be done 
to check amalgamation beyond a certain stage In Great 
Britain, as recommended by a Committee ot Inquiry m 1018, 
the sanction of the Tieasiiry is now necessary for further 
amalgamations The following may be mentioned as strik- 
ing instances of amalgamations which occurred m the earlv 
jKist-war period (1919-^)) m India (a) tlie amalgamation of the 
three Presidency Banks into the Inn>enal Bank ot India 
(1921), and (b) of the Central Bank of India with the Tata 
Industrial Bank (1923) 

(m) Branch Bankmg versus Umt Banking — In this con- 
nexion, a word or two may be said about two rival svatems 
of banking branch banking and umt banking Under the 
branch banking system there is a small number of very large 
banks, each having numeious branches. Where the rival 
system obtains, as in the USA., there are a great many small 
independent banks The branch banking svsjtem has made 
great strides m England, Australia, Canada, South Africa and 
Erapee. On the other hand, the U.S A ‘still maintains the 
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opposfite md original type— tjie '‘unit banking*’ system. In 
this system the baiik*s operations are confi.ne(J in general to 
a single office, though some few are allowed to have branches 
within a strxctly limited area. This legal restriction of the 
area of operations ... is the outcome of the traditional fear of 
a *'Money Trust”, and jmrticularly the suspicion with which 
the operations of the New York financiers are viewed in the 
Middle and Par West. Even Central Banking in the United 
States has been affected by this powerful historical force— the 
Central Bank of the United States is a federation of twelve 
banks, each with its own region.*^ In India, we are largely fol- 
lowing the branch banking system, the lm|)erial Bank of India 
having much the largest number of branches, while other joint- 
stock banks, such as the Central Bank of India, follow the same 
system. In favour of branch banking, it can be said that it en- 
ables funds io be transferred from one branch to another ac- 
cording to the needs of the different localities they serve. A 
more even distribution of risks geographically as between 
various tvpes of enterprise, economy of reserves, and cheap 
and widespread banking facilities are other advantages. Its 
principal defects are the possibility of monopolistic control, ex- 
cessive centralization of authority at headquarters, and neglect 
of local interests. Money collected from one branch may be 
sent to headquarters or another branch.^ The local manager 
may be shifted about from branch to branch so that he does 
not get an opi'iortnnity of studying thoroughly the conditions 
and needs of any particular locality. The nuit bank possesses 
opposite merits and weaknesses. On the whole, however, the 
advantages are overwhelmingly in favour of the branch-bank- 
ing system, which is tending to be a general type over the 
greater part, of the world. 

§11, The principal operations of a commercial bank; Deposit 
banking. — We shall now discuss in greater detail the prin- 
cipal functions or operations of modern commercial banks. 

Deposit banking — The first business of a bank is to receive 
deposits from the public in order to increase its working capital 
beyond its own share capital, for the purpose of making loans 
and investments. It pays a lower rate of interest on the depo- 
sits which it receives than what it charges in its turn to its 
customers who borrow from it. This difference constitutes its 
profit. 

At one time the chief function of a banker was money- 
changing. This was necessary because there were numerous 
kinds of coins, domestic and foreign, in circulation. In the 
* JE. S. Sayera, Modem Bmhngy p. 21. 
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i©Yeiite©»ih century, goldsmiths in England uiadsrtook this 
fot;isiaes8, m did the Bank of Amsterdam at an earlier period/ 
The shroffB^ or indigenons bankers in India,' performed a 
similar function in the pre-British period. The next stage 
was deposit banking* People placed their coins for safe cus- 
tody with the goldsmiths, who gave written acknowledgements 
for them. At first they allowed oral transfers of such deposits 
and later accepted written orders which, as time went on, 
came to have more and more of the characteristics of modern 
cheques. The goldsmiths used a part of this money to make 
advances. SornetimeR, as in England, the reigning monarchs 
took advantage of this facility and borrowed money on interest- 
bearing securities. Bimilarly in India, the indigenous bankers 
used to receive deposits from the public for safe custody. They 
also served as Sfate financiers. In England, owin<r to the 
repudiation of his debts to the goldsmiths by Charles II, the 
old system received a rude shocdc. It was partly the exigen- 
cies of the State (the war ex|)endiiure of William III) and 
partly the rise of England as a commercial nation that led to 
the establishment of the Bank of England in 1694 by Act of 
Parliament, For all practical purj)ORes this may be regarded 
as the starting-}X)int of modern banking. Beposit banking 
gradually developed, and along with it the cheque system 
which has already been explained. Bank deposits, originally 
confined to c.oins, gradually took the form of bank notes in the 
eight(ienlJi century, and later of cheques sent to a bank by its 
enstomers to be earned to their account. In the nineteenth 
century, the note-issue function gradually receded into the 
background, and de])osit banking made a great advance. Note 
issue came to be restricted to a few banks, and in almost all 
countries is now confined to Ccmtral Banks of Issue. ^ 

We may point out here that there are two kinds of deposits : 
(i) deposits of money (cash or claims to cash) left with a bank 
by depositors, and (ii) deposits of credits issued by the bank 
to its clients against suitable security. The latter kind of 
deposits have come into great prominence today. Business 
men greatly prefer to have means of payment made available 
to them by deposit credits. That is, when loans are granted to 
business men, they generally take the form of current account 
deposits in the name of the borrowers, wliich they can draw 
upon by means of cheques as need arises. Whether deposits 
<}0nBigt of money in cash or of credits, the bank is always bound 
to pay in money, whenever called upon to do so, and it must 

* For to" iotfirestin^ eui*vey of the ancestry of the modern hank see Oeoffrey 
Crowther, Outline of Money, pp. 40'2. ^ See ^6. 

I"— d.5 ♦ 
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tberefore maintam a stifflcient oaBh reserve to meet all de- 
mands* For instance, the British banks generally seek to main- 
tain a 9 per cent easli ratio (reserve) in relation to their dep^ 
sit liabilities. As we shall see later on/ part of this reserve is 
generally kept as a deposit with the Central Bank, which thus 
comes to hold the banking reserves of the country as a whole. 
In a few countries, lor example the U.S.A. and India, the law 
prescribes a statutory minimum cash reserve against the de- 
posit liabilities of banks. Banks, like insurance companies, 
work on the principle that at any given time claims for payment 
are made only m respect of a ceitain lairJy calculable pioportion 
of tlie deposits, so that a surplus i^ available which they can in- 
vest or lend at interest to their clients and thus make a profit. 
§12. Limitations to the creation of bank money.— It is some- 
times aigued that banks can ‘create’ deposit money or ‘bank 
money’ as it is called, without any lestriction. This is, how- 
ever, a misconception as there are definite limitations to the 
‘creation’ of deposit credits. In the first place, banks have 
to maintain certain cash reserves. Thus supfxising that the 
reserve ratio — whether fixed by law or custom— is 10 |ier cent, 
banks can only ‘create’ money up to the total of ten times 
this cash reserve. The total cash available to the banks is 
partly defcerimned by the action ul tin (Vntial Hank (see 
§§2d-5 below) and partly b\ the demand of the public to hold 
cash. Secondly, nearl} evei\ loan — which creates a defKisit, 
as Hartley Withers said — is secured upon some form of valu- 
able security, ‘Thus the bank does not “create’* money out 
of thin air; it transmutes other forms of wealth into money. 
Lastly the borrower must pay a certain rate of mteresi to the 
bank on ttie loan which is carried to his current account and 
must therefore Ijave a certain earning capacity. 

§13. ClBBses of deposits. — There are three main classes of 
deposit accounts : (i) Deposits on currevi accovnt which can 
be withdrawn by the depositor on demand without any pre- 
vious notice. Therefore on such aceonnis the banka usually 
allow little or no interest. Indeed, if such dejxisits fall below 
a certain minimum they generally charge a certain commis- 
sion. These accounts can be operated by means of checiues. 

(ii) Deposits on fuved account — These are kept with the 
banks for fixed periods ranging from one month to twelve 
months and in some cases for some years. In the case of 
these deposits, the banks get notice of witjidiawals and are 
ready to jiay interest because they can be invested more freely 
than deposits on current account, the rate of interest varying 
^ B©e §20, » Crowtlier, op, cit., p. 47. 
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iliraetly with the length of the period of deposit. The longer 
the period, the higher the rate of interest allowed. 

(iii) D&podU m mvings account — Special facilities ate 
given by commercial banks to attract such deposits. There are 
also special savings banks (e.g. Postal Savings Banks it^j^dia) 
which accept very small sums, allow interest, and permit with- 
drawal on a limited scale (say twice in a week). This variety 
of deposit banking suits the middle and the lower middle 
classes and promotes the habit of thrift. It is pai’ticularly 
useful in rural areas. 

The chcgue fiystem and clearing houscf ^^ — These are inti- 
mately connected with deposit banking and have already been 
described while discussing the instruments of credit and the 
uses of credit.^ • 

§14. Loans and advances. — ^We shall now proceed to explain 
the principal typ^s of loans advanced by banks to their clients, 
varying in their forms and conditions of interest.^ 

(i) Lomis against specific promises to pay. — The simplest 
form of loan is the hdeaii’ advance on the personal not© of 
the borrower, called the single-name paper. When such a note 
is endorsed by a friend or business associate of the borrower, 
it is called a two-name paper. Such endorsements may be 
multiplied, thus adding to the value of the security. 

(ii) Collateral loans. — These are advanced against pro- 
missoiy notes snp{X)rtecl by the pledging of stock or bonds, 
(*alled, in this connexion, 'stock exchange collaterar. These are 
usually easily marketable bonds, certificates of stock, etc. The 
stock excliailg'^ offers an open market for certain listed (ap- 
proved) securities. It obvious that such loans are more 
acceptable to hanks tliaii where the semrilv is only personal. 

(iii) Disconnfincf of commercial paper. — Discounting of 
commercial pa]>pr, ]>romi8Sors^ notes, and bills of exchange is 
the most acceptable form of investment for banks. The risk 
is comparatively small, since such loans are advanced against 
paper wliich originates in the buying and selling of actual 
goods. A sells goods to B and usually draws a bill on B, for 
which a bank pays cash to him and ultimately recovers the 
amount from B, who in the meanwhile has sold the goods and 
is in a position to meet his liability. The security therefore 
is tangible and substantial. Such paper is discounted or pur- 
chased by the bank at its face value less interest on the princi- 
pal at the current rate till the time when the bill falls due. 
Such commercial paper is usually short-term paper, ordinarily 
running for periods not exceeding three months, and *as such 

* Befl *‘Ajjger, op. cit., pp, 44, 48; and Seli^man, op. cit., pp. 506*10, 
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Very welcome to commercial baoks who caonot afford to iri- 
VBftt their ftmds (mainly drawn from short-term deposits) for 
long pi^iods, 

(iv) Omrdfaft . — This form of loan arises when a depositor 
is all<|wed to draw by cheque beyond the deposit amount to 
his credit at the bank up to a certain stated limit, security 
being genei’ally required in the case of large amounts. 

(v) Odsh eredit.— 'Slm consists of an open credit or draw- 
ing account gi*anted by the bank to someone vouched for by 
at least two “cautioners” or sureties’ (Hehgman). The cus- 
tomer draws on the bank in small mstalnients and pays inter^ 
est on the amount actually drawn. This type of loan suits 
small merchants, farmers and artisans. The system of cash 
credit IS best developed lii Scotland, and is also extensively 
used in India. 

(vi) Bank loans according to conditions of payment,— (a) 
'CalV loans, ^ as well as loans for very shoi't periods— ‘money 
at short notice' (7 daysl — are advanced to bill brokers and stock 
brokers. ‘Call’ or Demand loans aie repayable at the option of 
the bank as well as at the option of the borrower at an\ time, 
(b) Short-term loans mature witlim thirty, sixty or ninetx 
days, and enable the bank to have its resouiees as conqdetely 
under its control as possible. Those are advanced to industry 
(for current finance) and trade, (c) honq-fenn Joans for six 
months and more are made more frequenth by private bankers, 
trust companies, and investment or industiial banks whose obli- 
gations to depositors do not usually call for repayment on 
demand. 

The prudent banker brmirs aliout such a combination of 
these various kinds of loans or assets as will secure for him 
the largest average rate of interest, without so lying up liis 
funds that they cannot be quickly converted into cash without 
loss for tlie purpose of meeting depositors’ clamis in normal 
times and in emergencies.^ In other words the banker must 
aim at the liquidity of his assets in order to rnainiain the con- 
fidence of his depositors.® 

§15. The importance of adequate cash reserves and the need 
for regulation of banks. — ^Thc maintenance of sufficient cash 
reserves is the very ABC of sound banking. The chief danger 

* Oa tbe London money market Biioh loans are referred to as ‘money at call*. 
® Banks also mvosi a pari of their working {capital in Government, Municipal, 
TJruBfe and other semi-public securities which can easily be realized in case 
of emergency. 

* For an e^rellent study of the distribution of commercial bank assets, see 
Sayers, op. cit., ch. ix. 
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to ^ bai:& is ioBolvency arising from failure promptly to hononr 
its obligations, winch in the case of a commei^ial bank to 
te the most part demand liabilities, i*e, liabilities which most 
bo met as soon as demand is made. It is, however, the ex- 
perience of most countries that banks learn this salutary lesson 
only after a reckless disregard of Jt has actually caused ^ 
senes of disasters. Often they cannot resist the temptation of 
trying to earn high dividends for their shareholders by making 
large and risky investments at the cost of safety. The pro- 
gress of banking largely depends upon public confidence, which 
is a plant of slow growth. Unfortunately, in a time of crisis 
the public do not discriminate between a sound bank and an 
unsound one. One bank failure may be sufficient to create a 
widespread panic and bring a large number of banks into 
trouble by causing a general run on thorn. The sins of one 
badly managed bank are thus visited on the heads of the good 
banks. Particular care is, therefore, necessary to secure pm- 
dent and cautious management. It may also further be argued 
that banking is really a kind of public trust in the manage- 
ment of which anything like profiteering should be discour- , 
aged. On these grounds is based tlie case for the regulation 
of banks. One important method of regulation that is sug- 
gested is to impose an obligation upon banks to bold a certain 
minimum proportionate cash reserve as in the case of the 
American National and Federal Beserve Banks and recently 
(1936) in the case of the Indian Joint Stock Banks. Other 
regulations lay down that loans should be granted only for 
certain specific purposes and only on certain conditions re- 
garding the nature of s(jcurity, specify the maximum period 
for which loans may he advanced, and insist on publicity of 
accounts and periodical inspection as further safeguards.^ The 
principal argument in favour of Tree* banking is the impor- 
tance of elasticity in the suyiply of money and credit, the need 
for which is liable to considerable variations particularly in agri- 
cultural communities. Moreover, a statutory minimum reserve 
would m practice tend to be the maximum reserve and would 
lessen the sense of responsibility of directors and managers. 
This would also be the result of other restrictions. The general 
feeling, however, is that regulation of this type is on the whole 
useful and desirable. Latterly there has been in evidence a 
tendency to bring banking under gimter State control, as in 
the U.S.A., and. there is even a movement for nationalimtion 
or socialization of banking, for instance in the United King- 
^ Tlie Beserve Bank of India has recently (1999) put forward proposals for a 
Ootiaprelieiisive Bank Act to ensure better regulation of banks in India. 
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Th 0 i)t 0 ed for regulation of banka and for prescribing a 
Stekitory minimum reserve m all the greater in a country like 
India where modem banking is still in its infancy. It is not 
easy to determine the minimum reserve, although an Orthodox 
banking maxim prescribes thirty-three per cent as the mini* 
mnm 'apprehension reserve’, any lessening of which would cre- 
ate doubt in the public mind regarding the solvency of the 
bank 4 Each country must make up its mind regarding the per- 
centage appropriate to its own conditions, and the conditions 
may differ not only as between one country and another but also 
as between different localities of the same country.^ The experi- 
ence of bankers is obviously a valuable guide in this connexion. 
§16. Issue Of bank notes, — We have already explained the 
character of bank notes'^ and jxiinted out that though in the 
earlier stages of modern banking development the issue of bank 
notes was considered indispensable for the growth of banking, 
the rapid development of deposit banking and the preference 
of the business community (or deposit credits made the issue 
of bank notes less necessary. So also a better appreciation of 
the necessity of regulating the issue of bank notes resulted in 
Ihe curtailment of the right of issue, which was at first entirelj 
free. Erec competition among banks in the matter of note is- 
sue came to be looked ujxin as undesirable, as leading to the 
evils of diversity and miiltiplitity of notes and to the abuses of 
overissue. A virtual monopoly of issue m favour of either a 
State bank (as in Russia and Einland) or of a private bank tas 
in England, France, Germany and India) is now tlie system 
adopted in most countries Even in the U.S.A,, where a num- 
ber of banks were at one time allowed to issue notes, the right 
is now being centralized in the hands of a dozen banks, called 
Federal Reserve Banks, by the Federal Receive Act of 19Rh 
§17, Bei^ulation of note issue: Currency School and Banking 
School, — The unsalistactojy position of English currency about 
the middle of the nirieieenth century and the numerous failures 
among banks and business houses made eveiyone alive to the 
necessity of regulating the issue of bank notes m the interests 
of the public. But widely different opinions were held as to 
the besi method of doing so. The Currency School and the 
Banking School represented two extreme views on this matter, 

^ For A lucid ai»«bbhi8 of the mam issues raised by the nationalization of bank- 
ing, see Bayers, op cit , pp. 304-31 

* customary standards of bquidity mamtamed by English banks aie two: 
(i) a cash ratio of about 0 fier cent ot deposits and (n) liquid assets (Money at 
Call and Bbort Notice, and Bills of Exchange) of about 00 per cent of total 
deposits. ^ See ch, x, §23, 
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mI b^fote the passing of the Bank Charter Act ol 1844, a 
gteat controversy raged between these two Bcbpols. 

The Cuftmcy School held that a bank note shonM be 
regarded as a bullion certificate and should be issued only 
against a backing of gold to the full value of the note or, 
at any rate, of a very large holding of gold, the fiduciary or 
uncovered issue bemg strictly limited. If this were not done, 
tbeie would be an oMunsue ol bank notes with all its lesultant 
evils. In the view^ of the Currency School, a bank note was 
to be regarded as a substitute lor metallic currency rather 
than as a pure credit instrument. It is obvious that this 
ultra-cautious policy would ensure saiety, but only at the cost 
of elasticity and eeonoiay, making it most dilficult to expand 
the note issue to meet an emeigcney To insist on a hundred 
pei cent reserve is ('xpeusive and unnecessary. 

The Banking School, on the olhei hand, held that the ques- 
tion of gold reserves should be left to the discretion of the 
banks themselves In their own mteiesl they would avoid an 
overiRSUo ol notes E\en it there weie by au\ chance an ex- 
cess be\ond trade requirements, this would soon bo returned 
to the banks Jjaige gold lescrves wcie theretore not necessary 
to se^i'ure the conveitibilily ol the notis 

The principal nieiit ol the banking theory is that it pro- 
vides foi elasticit) and ecouonn in note issue On the other 
hand, human nature being what it is, we cannot entirely 
de^iend upon tlie banks and then sense ot ie&|>onsibility. 
Complete freedom in tins mattei would result in speculative 
transactions bemg financed by an un(*ontiolled issue of notes 
Monniver, a considerable oveiissue ol notes may riccur with- 
out anyone being aw^are oi it lor a long time It was precisely 
because all these evils had manifested themselves on an 
alaiming scale under the old system — which left matters en- 
tirely to the diseietiun ol the bankers — that there was a general 
outcrj against the continuance of a lamez-jaife policy It is 
thus not biupTismg that the Cunency School tiiumplicd ulti- 
mately and its recommendations were incorporated m the Bank 
Charter Act ot 1844 This is not to say, however, that the 
Currency School did not en on the side of excessive caution. 
The best pohey reaih lies midway betw^cen the positions 
adopted by the advocates of iliese two rival principles, and 
its aim should be to combine safety and stabilitv with elasti- 
city and economy, 

§18 Princtpal ipethods of regulating note Issue,— Pour prin- 
cipal methods of regulating note issue may be distinguished 
(i) The fixed pduckrii imie system which was adopted 
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by Eiigland under the Bank Charter Act of 1844 and retained 
nnder the Currency and Bank Notes Act of 1928. The Bank 
of England is authorized to issue its own notes apinst securi- 
ties to an amount fixed by statute, This authorized fiduciary 
issue was originally fixed at £J 4,000 ,000, which represented 
the original debt of the British Treasury to the Bank of Eng- 
land. When the right of note issue enjoyed by the country 
banks lapsed, a proportion of their right to issue notes devolved 
upon the Bank of England. In this manner the fiduciary issue 
rose to <£19,750,000 in 1923. Tliis was the maximum allowed 
by the Charter Act of 1844. The limit was fixed at £200,000,000 
under the Currency and Bank Notes Act of 1928, which also 
amalgamated the Treasury Notes issued by the British Govern- 
ment during the war of 1914-18 with the Bank of England 
notes, the Bank being made responsible for the payment of 
this amalgamated issue. The limit was raised again in 1933 
to £275,000,000. 

Until the virtual dissociation of note issue from tlie gold 
reserve effected at the beginning of the present war (see below), 
any additional notes over and above this fixed fiduciary limit 
had to be secured by a gold backing of 100%. The Act of 
1844 required the separation of the business of note issue and 
of banking into two separate departments — the Issue Depart- 
ment and the Banking Department. The Issue Department 
dealt exclusively with the issue and redemption of notes and 
held ibc gold reserves as well as the fiduciary reserve. The 
Banking Department was concerned with tlie discount, credit 
and banking business generally. Thus not a single note could 
be issued by the hank except against gold after the fiduciary 
limit was reached. If, for example, more currency was needed 
to meet a severe monetary crisis, the only course open was 
to RUBiiend the Bank Act (as was done in the crises of 1847, 
1857 and 1866), thus enabling tlie bank to increase its fidu- 
ciary issue of notes. The violation of the Act liad to be con- 
doned by obtaining a subsequent indemnity from Parliament. 
This gave rise to the gibe that the Bank Charter Act of 1844 
became useful only when it was suspended ^ There can be no 
doubt that under the Act of 3844 safety was purchased at the 
expense of elasticity. If the British banking system as a whole 
worked w^ell in spile of tin's Act it was because of the rapid 
development of joint-stock banking and the use of the cheque 
as the chief medium of exchange. 

While the Act of 1928 retained the princyde of maximum 
fiduciary note issue, it made the clumsy procedure of suspeu- 
sion unnecessary by authorizing the Treasury to allow the 
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to exceed the limit 6t ;fi2fiO,OO0,(XX). The stection to 
hovvever, wae to be eommunicarted to' Pa^JiamaBt^ itnd 
the pemission was restricted to a period of six monthe, which 
could however be exteodod for a farther period of six mouths* 
The British note issue was thus made somewhat more elastio 
lU times of emcigencj. Bui ab fur as the normal expansion of 
trade and business was concerned, the cheque system conti- 
nued to be as indispensable as boioio the war of 1914-18.^ 
The present war has brought about further far-reaclung 
changes m the British note-issue system. Even before the 
war, by an Act passed in February 1939, the fiduciary issue 
was raised to i;30(),000,000 and provision was made for weekly 
valuation at current prices of gold held m the Issue Depart- 
ment. Tins revaluation of the gold reserves came m handy 
at the beginning of the war when the increased demand for 
cash was met by expanding the note issue against increase in 
the value of gold. The most drastic change was effected by 
legislation in September 1939, when all but a nominal amount 
of the Bank of England’s gold reseive (i280 millions) was 
transferred to the Exchange Equalization Account and the 
Bank’s fiduciary issue covered by Government securities was 
raised by this amount to a total ot £580 millions. Thus the 
whole note issue has now become fiduciary and as a result of 
further increases stood, in July 1942, at £880 millions.® 

(ii) Proportional reserve system . — This is the system 
now prevalent in the continent of Europe, the F.R.A. (under 
the Federal Reserve System of J9J3), South Africa and India. 
Under this system, the notes are secured by a minnnum per^ 
centage of gold and gold securities laid down by statute. This 
percentage is 40% nndor the Federal Reserve System in Ger- 
many, in South Africa and India, and 35% m France. Those 
minima may liowever he disregarded for «hort periods with 
the consent of the Government on condition that the issiiinii, 
bank pays a tax reckoned on the amount of the deficiency, 
the rate of the tax being made to rise steeply as the deficiency 
rises. All these precautions are intended to discourage exces- 
sive issue of notes. The principal merit of the proportional 
reserve system is that it is elastic. The expansion and contrac- 
tion do not take place at the same rate as inensase or decrease 
of the gold reserve, as in the case ofihe fixed fiduciary issue, 

^ Before 1920, the principle of a fixed fiduciary reserve underlying the Bank 
Charter Act of 3844 was adopted in India, when Governraent paper currency 
was introdnced in 1801. 

^ See World Eemomic Stmey (1939-411 and Federal Heserw (Octo- 

ber 1942). 
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hint at a gimter rate, Tims suppose the proportion of the gold 
reserve is 40%, then for every increase of 40 in the gold re- 
serve, the permissible expansion of note issue will be lOO. 
Similarly a contraction of the gold reserve by 40 will cause con- 
traction of note issue by 100 : expansion as well as contraction 
are much more substantial than under the fixed fiduciary sys- 
tem, The violent contraction of currency is regarded as its de- 
merit. Usually the Central Banks working under this system 
maintain a reserve ratio far above the legal minimum, particu- 
larly because once the exact legal minimum percentage is 
reached not a single note can be cashed without breaking the 
law. Of course, as indicated akwe, the law regarding the mini- 
mum reserve niay be temporarily suspended under certain cir- 
cumstances. 

The Hilton-Young Currency Commission of 1925-6 recom- 
mended this system for India, and it has accordingly been 
embodied in the Reserve Bank of India Act of ]934, which 
prescribes that the assets of the Issue Department of the 
Bank shall consist of not less than two-fifths of gold coin and 
bullion (whicli must l)e at least Rs. 40 croros in value) or ster- 
ling securities. Sterling securities, which have greatly increased 
in value during the present war as cover lor notes, are included 
in the 40% reserve against note issue as a support- to the ex- 
ternal value of the rupee whicli is linked to sterling at Ift, fid. 
under the present Sterling Exchange Standard in India. 

(iii) Mcmmian issue . — Under this system, the maximum 
amount of notes that may Ix' issued by the Central Bank is 
pi'escribed by law. Tliis was the French system before 1928, 
the maximum originally fixed being 350,000.000 francs. This 
maximum was raised several times, particularly during the 
war. Except for this restriction the Bank of France was 
allowed complete discretion and no reserve was made compuU 
sory by law. The Erencdi system was the nearest approach 
in theory to the banking principle, although in practice the 
Bank of France held superlatively large cash reserves. The 
French system reversed what is commonly regarded as the 
sound principle of regulation, namely, allowing freedom as 
regards the total amount of notes, bnt restricting fiduciary 
issue by requiring a minimum reserve of gold to be held. It 
has been supplanted in -^France since 1928 (with the restora- 
tion of the Gold Standard) by the proportional reserve system , 
a 35% gold reserve being now prcvscribed by law. 

(iv) Tfi^ baud (security) df'posii This was the 

system of regulation of note issue which operated in the United 
States before the passing of the Federal Reserve Act of 1913. 



€BBjDIT AK0 BAKKII^a 235 

The National Bank^ were given the privilege of note issue 
(tiiere being several thausands of them) subject, to the follow- 
jUg conditions : they could issue notes only against the deposit 
of U S A. bonds with the Treasury; they were loquired to 
keep a 6% cash reserve in the same Treasury as a Eedemption 
Fund and to pay a tax of | % on the value of the notes issued ; 
they were not to issue notes in excess of then capital This 
system made the note issue rigid b\ making it dejiendent 
upon the price ol bonds and their supply. At the same time 
the note issue remained decentralized, i e m the hands of a 
huge number of banks scattered up and down the country. 

The Federal Eeseive AH of 1913 contemplated the eventu- 
al leplacement of National Bank notes by the Federal Be- 
.serve Bank notes This Act established twelve legional Federal 
Eeseive IJnnks m the pnncipal towns federated under the 
control ot a Federal Reserve Board of se\en members appointed 
by the XVesidcnt The Board, which was vested with control 
over all the fundamental centtal banking operations, could 
authorize the Reserve Banks to issue notes called Federal 
Besetve Notes which were made by hw the obligation of the 
United Slates and were ledeemable at the United States 
Treasury at tlie holder’s ofition Thest* banks had to deposit 
with tlie Board commercial paper as security against the notes, 
and themselves to keep a reserve of 40% in gold, wdiich could 
be reduced on payment of a graduated tfix on the deficiency. 
This new note issue was expected to piovide for the seasonal 
demand for currenew rind to be useful m rneetine a crisis. 
Thus the American banking svstem has laigely come into 
line witli the centialized hanking systems in European coun- 
tries Of course theie is not one single central bank, but a 
dozen This is partlv due to the jealousy of the Federal Gov- 
ernment and the ope? at ions of New Yoik fmancieis and partly 
to the large siz(' of the e()utitr\ ^ 

§19 Central banking problems.— This leads us to one of the 
rm^t discussed questions of the dav the question of central 
banking The International Financial Oonfcronce, which met 
at Brussels m 1920, nassed a resolution tliat in countries where 
there is no Central Bank of Issue, one sliould be established. 
Underlying this resolution is the idea that tliere is a close 
connexion between the maintenance of financial stability and a 
central banking organization It is also the business of central 
banks to piomQ|.e the general monetary policy of the State, 
Alreadv before the war of 1914-18 several European c^juntries 

'■ Fqr tlio Trail an paper (urrencv svptem, see Bhmenfs of Indian Eccmmios. 
eh VI 
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ha4 ^ev^loped a strong central system, as in England, Emncey 
Oaitnany and Switzerland. The United States, the home of 
decentralized banking, adopted the new system tinder the Fe- 
deral Beserve Act of 1913. During the post*. war period <1919- 
89) several new Central Banks were evstablished in countries 
that previously formed part of the Austrian and Russian em** 
pires, in certain of the Balkan countries, in Central and South 
American States and in South Africa, New Zealand and Ca- 
nada,^ and India has recently (April 1935) established a Re* 
serve Bank. There is no uniformity regarding their constitu- 
tion. Some are private banks as in Britain, America, France 
and India, while some are State banks as in Russia and Fin- 
land, It is, however, generally thought desirable to keep Cen- 
tral Banks free from |)olitical influence. ‘The “independence’’ 
of Central Banks became a canon of orthodoxy . . . but more 
recently there has been spreading a realization that the State 
has, and must be prepared to assert, ultimate control of the 
actions of its Central Bank. How far this tendency could go 
without the Central Banks becoming the mere tools of ira- 
pjwident public finance is a matter of opinion.’^ 

§20. Fanccions of Central Banks. — (i) The Central Bank is 
mainly a bankers' hank. It offers rediscounting facililies or 
makes short-term advances against af>proved securities to its 
member-banks^ and thus makes ciedit a\ndahle to them In 
some countries it also serves as the custodian of tiie conniry’s 
hanking reserves, the binaller member-banks — either as a mat- 
ter of convention as in England or as a matter of law as in the 
U.S.A. or India — keeping a certain pcrceniage of tlieir depo- 
sits with the Central Bank which thus obtains some control 
over tbe cash reserves in the banking system and over the power 
of commercial banks to isMie credits against them. Thus the 
latter is distinct from the ordinary commercial banks and its 
policy IS directed not so much to making profits and maintain- 
ing its own solvency, as to regulating the credit machinery and 
maintaining the solvency of the banking system as a whole by 
functioning as the lender of last resort. For tliese reasons 
(\)ntral Banks do not usually allow inieiest on defxisits and 
avoid direct dealings with the public m order to escajie competi- 
tion with commercial banks. 

(ii) Bankers to the Governmeni .—VooirdA Banks usually 

* Sea C. H Ki»ch and W. A Elkin, Centra} Bnnhhy p. 2. 

“ Sayers, op. nt , p. 72. 

* These are called scheduled banks, i,e. those batiks having a paid-up capital 
and reserve pf Es. 5 lakhs and over, whose names are included m the second 
«ch©dnl0 to the Beserve Banl^ of India Act. 
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baBto^ to GovornmeotB, The receipt of r6teBi:ie» Go^- 
eOTWnt disborsemeBts md borrowing operational all beiiatg 
oondpoted on a large scale, infliieBce the lutoiiey roarket and 
the business affairs of a country. OntU 1935 the Indian Gov- 
ernment conducted important foreign exchange operatiom in 
connexion with the remittance of Home charges. It is most 
desirable that one and tlie same authority should control the 
banking transactions on behalf of the Government as well as 
the money market in general. The Beserve Bank of India now 
has to do this and control both currency and credit. 

(hi) Note isHue and regvlation of credit. — Since the (Cen- 
tral Bank has to supply the market with cash or take bills or 
securities off its hands, it is very desirable that it should have 
the monopoly of note issue. We have already examined the 
principal methods of regulation of note issue and seen that 
notes are issued against gold (or silver), Government securities 
or commercial bills. The withdrawal of notes, resulting m the 
contraction of currency, is effected by the sale of these assets 
m the reserve. Tlio principal legal tender cuirenc} today in 
countries like England is the bank note. 

(]v) Stability of f(yreign exchanges . — The Central Bank 
IS also res)K)nHible for maintaining the stability of the external 
value ol the euiaency unit. It has to arrange to buy or sell 
foreign exchange or gold so as to control directly the exchange 
rates oi change its bank rate (see §22 below) so as to jiroduce 
an indircd effect on tlie rates of foreign exchange. We have 
already considered the obligations of the Central Bank in rela- 
tion to the exteinal stability of the currency unit under the 
gold standard and other t 3 p(’s of monetary standards.^ 

(v) Iniernal siaMiiy .—One of the recognized functions 
of a Central Ikink today is to keep the internal price level stable 
by a proper regulation of the volume of currency and credit, 
and wo have already stressed the [lOYiortance of this function.^ 

(vi) Other miscellaneous functions relate to the provision 
of credit facilities to agriculture, trade and industry. These 
tasks are usually not performed directly by the Central Bank 
but through the member-banks. 

§21. W69*poiis of the Central Bank. — Apart from indirect in- 
fluence over member-banks tlirough ‘moral persuasion^ the 
principal weapons m the hands of the Central Bank for adjust- 
ing its credit policy in relation to its great responsibilities are (il 
appropriate changes in its official rate of discount (bank rate), 
and (ii) open -market operations and (iii) alteration in the re- 
serve ratios pf member-banks. 

' Boe X, 


* mi, 
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§S®, Bmh utte p^]ksg 4 -^ln the j^riod before tlxe w^r of 1014* 
18 the bank ra^te was the primary mstromeBt for credit md 
moBetery ooBtrol* Its operatioa may be thus explairted* A 
Ceatrai Baixk is liable to meet both external and internal 
drains on its reserve, and seeks to protect its reserve by rais- 
ing its official rate for the discounting of bills. A rise in the 
bank rate is followed by other banks raising tbeir rate of dis- 
count also, so that there is a decrease in the volume of bills 
presented for discount and of fresh loans. A rise in the dis- 
count rate is also follow^ed by a rise in the rates of interest 
on deposits, and a consequent increase in saving and decrease 
in spending. A ingii rate m the money market induces tem- 
porary investment of floating funds from abroad and thus may 
cause an inflow of gold. The prices of stocks and shares fall, 
as they are offered for sale in increasing quanlity either to 
meet demand for payment or for transferring the proceeds to 
the more profitable discount market. Speculation is discour- 
aged, profit margins being lowered by the rise in the bank 
rate. The general effect of a rise m the bank rate is to lower 
prices by restricting the volume of credit, by stimulating de* 
jxisits of cash, and bj forcing realization of goods and stocks. 
(See also §2‘1 below.) This general fall in prices encourages 
exports (since foreigners are templed to make purchases in a 
cheap market) and discourages jmf)orts (since it is not jirofit- 
able to sell in a falling market) In the case of a country 
like England, occin>ying a strong position in the international 
short-term loan market, the raising of the bank rate is very 
effective in preventing the outflow of gold by checking the 
volume of fresh loans granted to foreigners. 

The loweiing of tlie bank rale has opposite effects. It leads 
to a fall in the market rate, lowers the deposit rate, increases 
borrowing, raises the prices of (‘omroodiiies and securities, en- 
courages the transfer of foreign balances abroad, contracts the 
exports and expands the imports. low bank rate generally 
creates easy money conditions and is made possible by a plenti- 
ful supply of money. 

§23. Hawtrey and Keynes on bank-rate changes^— We may 

briefly indicate here the two main lines of thought as to how 
the bank-rate weapon works and influences prices ond produc- 
tion. According to Hawtrey, it is the short-term rate of in- 
terest which directly determines dealers’ activities. When the 
bank rate is raised the cost of holding stocks of finished or 

^ See J. M. Keynes, 4 Treatise m Money ^ vol. 1, pp. 185*209; B. G, H^iwtrey, 
Currency and Creddt; Sttyert, op. dt,, pp. 346-64; Crowther, op. cit., pp. 30442; 
aad Briggs and Jordan, op. di, pp. 642-5. 
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^mi-fiaidaed goods increases, dmlm redoce stocks wd curtoil 
ikeir orders with producers, who thus find a decliue in sales* 
Prices are cut and output is dimmished. The volume of em*' 
ployment offered to iaetors of production declines and money 
incomes contract, thus setting in motion the vicious circle of 
deflation. Capital goods trades are also in due course adversely 
affected. The opposite results are produced by a tall m the 
short-term rate of interest, Tlie cost of holding goods falls, 
dealers are encouraged to increase stocks and place more orders 
with entrepreneurs, prodaction expands, prices nse and em- 
ployment increases, all giving rise to the vicious circle of infla- 
tion. 

The main criticism of the Hawtrey theory is that it over- 
emphasizes the part played by interest-payment, which is only 
one factor in the total cost of holding goods, so that the effect 
of a rise or fall in the bank rate must necessarily be small. At 
the same time, as Bayers points oat, ‘the process once initiat- 
ed IB cumulative, and siibslantial lesults may well follow^ from 
«?mall beginnings’. 

The other line of thought is the Keynesian view, adopted 
by the Macmillan Committee of 19'29-31, that the main effect 
of bank-rate changes on the internal economic situation comes 
through the change in long-term rates of interest, which al- 
ways seem to be associated with changes m the short-term 
rate of interest A rise in the short-term rate of interest re- 
latively to the yield in long-term securities, leads to a sale 
of such securities m order to reduce indebtedness to banks. 
At the same time persons with surplus funds to invest tend 
to keep back some of these funds in the form of deposits 
rather than invest them m securihes. As the ])nces of long- 
term securities are thus depressed their yield relatively rises. 
As Sayers observes, since the yield on old securities must be 
rivalled by any one wanting to borrow for a long term, the 
effective long-term rate of interest has risen. Thus the move- 
ments in the rate of interest in the short- and long-term mar- 
ket tend to move together sympathetically. 

A change in the long-term interest rate affects the willing- 
ness of prodneers to hold stocks of capital goods in the same 
way that a movement in the short-term rate affects the willing- 
ness of dealers to bold stocks of finished and semi-finished 
goods. The higher the rate of interest the less attractive be- 
comes capital mvestment, and the lower the rate of interest 
t.he more likely is the entrepreneur to decide that the Capital 
extension and replacement is worth undertaking. A rise or 
fall in the long-term rate will produce a sequence of events 
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in ^0 napitel goods industries similar to that in respect of 
the finished and intermediate goods in the Hawtrey theory. 
Thus when the loiig4erm interest rate rises, other things be^ 
ing the same, there is a curtailment of capital extension* a 
decline in employment in the capital goods trades, shrinkage 
of total money incomes and a fall in prices. Consumers adapt 
themselves to this shrinkage partly by saving less and partly 
by curtailing expenditure on current consumption. A fall in 
the long term of interest leads to opposite results, namely 
increased employment in capital goods trades, higher money 
incomes, increased savings and expenditure on consumers’ 
goods, rising prices, all leading to an inflationary expansionist 
movement. 

The efficacy of the long-term rate of interest depends on 
the elasticity of demand for capital. Experience has shown that 
the stale of trade responds but painfully to dear and cheap 
money conditions. So wide is the margin of error in his csth 
mates that a fractional rise in tlio rate of interest is not likely 
to deter an entrepreneur from investment in a boom period: 
and vice versa, a fractional fall m the rate of interest is not like- 
ly i(f act as a sufficient inducement to him to revive buRiness 
activity. The more decisive factor at such a time is the general 
frame of mind about the future.^ Tn any case, in so far as the 
bank rate is effective m producing changes in the price-aud- 
rnoney-mcome struct ur(> it does so in a roundabout, clumsj^ and 
disturbed wav, often involving considerable social injustice. 

It will be S(^en that botli Hawtre> and Keynes have the 
same starting-point and both see banking policy as effective 
because it influences tlie cost of holding goods. The main 
difference between the two views is that while Ha\vtrey con- 
centrates on tlie short-term rate of interest and its effects on 
dealers’ activilK^s legarding firished and seini-finiBhcd goods, 
Keynes emphasizes the part played by the long-term interest 
in influencing entrepreneurial activity in relation to capital 
goods. As Sayers oliserves, ‘tlmse two explanations of the effects 
of banking policy upon the prices and production are not mu- 
tually exclusive : a fall in the short-term rates may well both 
stimulate additions to stocks and lead to a fall in long-term 
rates which will stimulate investment in fixed capital. The 
difference is one of emphasis only/ 

§24. Open^market operations.— Either as an alternative to 
changing the bank rate or as a supplementary measure to make 
the bank rate policy more effective, a Central Bank may con- 

* See cb. viii for tbe part played by the psychological factor m producing 
cyclical ductttatioBs m trade. 
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duet wlmt am called oj>en^matket operations, These eonast 
iu the Central Bank directly (i.e. over the heads of member- 
banks) selling and buying securities, bills and Government 
stock in the open market. Thus if H desires to create tight 
money conditions and check speculation, it will sell securities 
to the public for cash and thus decrease its supply in the mar^ 
ket and the cash reserves of member-banks, farcing the latter 
to curtail the volume of credit issued by them. If on the 
other hand the Central Bank wishes to encourage easy money 
conditions, it will buy securities from the public and thus ex- 
pand currency and credit and put additional funds into the 
market, thereby increasing the cash reserves of member-banks 
and enabling them to expand the volume of credit issued by 
them. The Keserve Bank of India has been equipped with 
the power of conducting such open-market operations/ The 
technique of open-market ojierations is a post-last-war develop- 
ment and although it has its own limitations, it is considered 
to bo a more suitable weapon than the classical instrument of 
bank nne changes, winch aie often slow in their working and 
rather unsettling in tlieir character so far as the economic sys- 
tem IS concerned. Even when ihe bank rate weapon is used, 
j( can be made more effective by being reinforced by open- 
market operations. 

Both these weapons of (’entral Banks, namely variations 
of the bank rate and ojien-market opi^rations, are less effective 
in inducing expansion of credit during a time of deflation than 
in bringing about a contraction of credit during inflation. The 
expansion of bank credit depends not only on easy money 
conditions, but also on business confidence. Business men can- 
not be coaxed into borrowing mcreh by cheap money condi- 
tions. As the common ]>ioveil) goes, you can take a horse to a 
river, but you cannot make it drink. It is therefore considered 
necessary for the State to come forw^ard witli a large programme 
of capital expenditure on public works during a slump with a 
view to stimulating employment and reviving business confi- 
dence and, eventually, private enterprise.^ 

§25. Alteration in the reserve ratios of member-banks.— This 
is the third weapon of cieclit control available to Central Banks. 
By varying the ratios of reserves to deposits which the member- 
banks must observe, the Central Bank can expand credit by 

* See Elements of Indian Economics, cli, vi. 

^ S^e 4Eili3o rh. xviii fw a detailed study of tho credit policy of Central Bank^; 
see Report of the MaomtUan Cemumftee, pp. 06-9 and 362-5; Sayers, op. eit., 
pp* 04*317; Orowiher, op, cit , pp 190*200; and B. M. Bernsfeem, Money md 
ihtt Moommie System, pp. ^48-56 
1-16 
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Iw^ring the ratios a?ad contract credit by raising them. Tbe 
nse of this power was advocated by Keynes and the Macmillan 
Committee*^ The Federal Eeserve Board of the U.S.A. was 
given the power to change the required reserve ratio in 1933, 
acting with the approval of the President during an emergency, 
and exercised the power in 1936 and again in 1937 to check 
unwanted expansion of credit. Such power of control is ob*- 
viously of assistance to the Central Bank.^ 

§26. The Bank for International Settlements.— Since the war 
of 1914-18 the need for co-operation among the leading Central 
Banks of the world regarding monetary policy has been increas- 
ingly felt. Such a policy is likely to be easier since the estab- 
lishment in 1930 of the Bank for International Settlements at 
Basel (under the famous Young FMan) to control the German 
Fteparations payments. It is, however, contemplated by its 
statues that this bank should develop into a Ceniral Bank for 
the Central Banks of the world. The relations between the 
Bank for International Settlements and the Central Banks are 
reciprocal. For example, the former may hold the gold de{X)- 
sits of the latter and vice versa. It remains to be seen how- 
far the idea will work. The failure of the World Kconornic 
and Monetary Conference of 1933, the division of countries 
into various monetary groups since 1936^ and the deterioralion 
of international relations winch has culminated in the [present 
war do not seem to justify any high liofies of international co- 
operation in the near future. Nevertheless, as indicated before,"^ 
post-war reconstruction plans which postulate a liigli degree of 
international co-operation m currency and financial matters 
based on the idea of multilateral clearing are being put forw^ard, 

SUMMABV 

Cbutht 

Many ecooomir traimac tiojjf. in raodern ovjiized BocielieB ait^ btihcd on 
trust ox credit. Credit is commonh opposed to cash. Things or to 

tilings aje transfeued m exchange for a promut to pay in fiitnre. There 
are Tarions forms of eiedit instruments m use, e.g promissory notes (in- 
cluding Government currency and bank notes), ciicqucs and bilk of exchange. 
AU of them serve to economize the use of the precious metals as money. The 
cheque system is specially effective m this connexion when associated with 
clearing-house arrangements for adjustiug inter-bank indebtedness. Credit is 
vital to large-scale transactions in commerce and industry. If properly oi- 
ganized, it discriminates in favour of the more competent business men and 

^ Hepoft of the MaenuUan Committee ^ pp. 15i)-60. 

^ Crowther, op. cit., p. 202, 

* e.g, the Bterlmg area, the Gold bloc and the Dollar group. 


^ Chapter x. 
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tSje kea oomiwfeait. Hhk k to tfco adtaotftg© of tfeo (Wiiiwity* ^ f«ar 
ctodife k osod for iooreasiag capital e^oipmoot, it aaay he ©aid I® illaiid for 
cafkaL Credit requires careM roguktioa; oiherwise it will give rise to 
ous evils like spoculatiou and over-production. 

Baijicing 

Banks ar© the principal managers and dispensers of credit. I'heir credit 
is mainly based on the deposits which they receive^ and may take various 
forms such as discountings issuing of notes, and granting loans. Ordinary 
commercial banks can give only short-term loans. 

Industrial banks and land mortgage banks are special types 'of banking insti- 
tutions which undertake to provide long-term finance. The tendency towards 
amaigamatiem has recently boen on the increase in banking, with advantages 
and dangers similar to those experienced from the formation of trusts and 
combines in indusiry. 

It may almost be said that branch banking is a corollary of amalgama- 
tion. An even distribution of risks and funds is its principal merit. Monopoly 
istic control and neglect of local inlercsts is its principal danger. The unit 
bank has the merits and deraenia of small-scale production. Beceiving deposits 
of various classes, such as current, fixed and savings deposits, is one of the 
main functions of a commercial bank. Issue of notes is no longer on© of the 
ordinary functions of such a bank. 

'Ijoans create deposits.’ This statornent has reference to the common prac- 
tice by which banks lend, i.e. by allowing the borrower to behave like a depo- 
sitor. If a bank agrees to advance a loan of Ks. 30,000 to Z, it usually does 
this bv ci editing the amount to the account of X, wdio can thereaftei' draw up<m 
ii by means of cheques like any ordinary depositor. There are three main 
limitations to the creation of bank money : the need (i) for maintaining a snii- 
abit^ or legal reserve ratio, (li) for a valuable security for the grant of bank 
credits, and fin) for the payment of mteresfc on the issue of such credits. 

To suit different needs banks advance loans in diilerent ways (e.g, loans 
on collateral security, discounting of commercial paper, overdrafts, cash credit). 
The prudent banker combines these different methods of investing his funds 
m such a manner as to secure the largest profit on his transactions w^hile at 
the same time maintaining himself in a state of prfparedness for meeting all 
reasonably calculable emergencies. Liquidity of assets is essential for main- 
taining the solvency of a bank and the confidence of depositors. 

The effects of recklessness or bad management in one bank often spread far 
and wide, inflicting injury even on other sound banks, as well as on society 
in general. Different methods of regulating banks have therefore emu© into use 
(e.g. laying down a minimum proportion of cash reserves, restnetion of loans 
to specified purposes, publicity of account b, periodical inspection). 

The issue of bank notes is nowadays a function of a Btato bank or a private 
bank dosely associated with and controlled by the State. 

For preventing the evil of an overissue ot notes, some restriction on the 
power of issuing notes is necessary. But the restriction should not be so 
great as to make the system too rigid. The Bank Charter Act of 1844. which 
in its amended forai regulated note issue in England until the present war, 
wed on the side of excessive caution. It required that all addition to notes 



a# of foo^jomios 

l^yctod a i%&i Uncwry hmt abould h& fuljy l^acked by gi>ld, Th«» war %as! 
liMsitt. r«s|«aillbl© $m tbe dr&afcic diBsofciatian of noU ismie from ^old, and al- 
tbo entire nota assue bas now become fiduciary, 111© proportsional reaerve 
system, as ojaposed to the hxed fiduciary reserve system, makes the supply of 
notoB mwe elastic. It has, however^ defects of its own 

■Fho need for the estabhshmeni of Central Bmk& m the principal countaries 
of the world is now genoiall;^ recogmssed in order to secure financial stability 
lOentral Banks are described as bankers' banks They are expected to supply 
the credit needs of the other banks, they are the custodians of the country's 
banking reserves, and they see to it that these reserves do not get unduly 
depleted Their policy is guided by national considerations rather than con- 
siderations of profit. They perform various banking and agency functions for 
0 overnments, and they are generally assigned the function of note issue to 
make their control over currency and credit elective One of the important 
aims of central banking policj is to secure internal stability of prices by a 
regulation of the volume of currency and ci edit The principal weapons in the 
hands of a Centra] Bank for carrying out its responsibilities are (i) the bank 
fate policy, (ij) open-market operations and (iji) alteration m the reserve ratios 
Qf piember-banks. Through a high bank rate, money is rendered sc^arce in the 
thtsTkot, and abundant through a Iom bank latc The same ends are also 
achieved by the Central Bank through open-maiket operations, i e through 
the sale or purchase or securities tlic former senes to draw off funds from 
the market, and the latter to put more funds into the. money market By 
altering the reserve ratios of mcmbfi banks the Central Bank can bimg pres- 
Hure on them to contract or expand ciedit All these weapons of credit contiol 
have thejr practical liraitdtions 

The effect of bank-rate changes on internal economic activity (pnccs and 
production) has been interpieted in two different ways which arc fumUmentally 
inter-connected, vi/, the Hawticy line of thought based on short teim lates 
of interest affecting dealers activities and the Kejnesmn iheorj resting on 
longterm rates of inteiest affecting entrepuneunai activitieb 

The Bank for International Settlements is a kmd of Cenfciai Bank for the 
Central Banka and is intended to facilitate international cn operation in monet- 
aiy and financial matters 
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XII 

EXCHANGE: INTERNATIONAL TRADE 

§i. International trade compared with domestic 

tern^ltioiial excliauge, it might be urged, is in its essence not 
different from the domestic exchanges which take place within 
a nation* Although we have got into the habit of talking of 
Indians trade with England or Germany’s trade with Russia, 
and so on, the bargains are not normally between one country 
as a whole and another, but between one individual or firm 
in a country with another individual or firm in a foreign conn? 
try* The parties, no doubt, do not belong to the same conn- 
try, but this does not alter the fact that the principles under- 
lying the ex(‘haT)gc are fundamentally the same as if it had 
occurred between f)eople living in the same country. Both the 
parties to the exchange enter into it voluntarily and each be- 
lieves -that on the whole he gains by it. Otherwise, why should 
h© enter into the transaction at all? 

There are, however, certain features which distinguish inter- 
national from domestic trade. The most important difference is 
that the forces of supply and demand do not o[>erate so freely in 
determining international m in determining internal exchange. 

Within any given country labour moves Irom place to place 
with cornfiarative ease, and this movement helps to bring about 
a certain uniformity in the level of wages throughout the coun- 
try* But p(3ople do not move so freely from one country to an- 
other.^ In order to take advantage of higher wages, it would 
be most unusual if an Indian labourer, for instance, were to 
transfer himself to South America, Various things come in 
the way of such free movement — attachment to one’s own 
countrj% difficulties of language, differences avS regards legal 
practice and as regards social and political customs and insti- 
tutions. What holds good of labour also applies to capital, 
though in a smaller degree*^ The habit of investing abroad 
has grown in recent times. But even now people generally 
prefer to invest their money in their own country and require 
a special inducement to invest it abroad. The result is that 
considerable differences may persist in profits earned by capital 
as between one country and another. Within the same coun- 
try, on the other band, profits tend to approximate to the same 
level from place to place, and from industry to industry* 

* Bee eb. vi, ^ See ch, rii, 5^1. 
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AgfEiii, trB<ie between different countries is hampered by 
lie exiwtenoe of import duties, whereas normally we do not 
have to pay a duty when send commodities from one place 
to another within the same country* 

Another complication is that different currency systems pre* 
vail in the different countries* Payments in connexion with 
international trade involve the conversion of one currency into 
another, and give rise to the special set of problems dealt with 
under Foreign Exchanges/ But the principal characteristic 
which makes it necessary to treat intei national exchange sepat'- 
ately is the immobility of capital and labour between different 
countries. It may indeed happen sometimes that within the 
same country there may be parts of it between which there is 
no free flow of capital and labour. When this is the case, econo- 
nmiMy speaking the trade between such parts is to be explain- 
ed in terms of international trade. Similarly it may hapi)en 
that two countries which are politically independent may devel- 
op a system of absolutely unhamfx^red trade and there may 
be none of the usual barriers — ^political , social , legal or linguis- 
tKwimpeding the free movement of labour and capital In 
this case the trade between tlie two countries is of the nature 
of internal rather than international exciiange. Nations are 
economically foreign to one another only m proportkin as hin- 
drances exist to the flee passage of capital and labour fiom one 
to the othei . 

§'2. Theory of comparative costs. — Suppose^ there are two coun- 
tries A and B. In A, one unit of capital and labour (prcxiuctive 
power) Will make, lot us saj , HXr oi 20j/. Let us suppose that 
in J?, one unit of productive power will make lOx or I5y, Then 
if each country devotes one unit of productive power to each 
of the commodities x and y, the total product will be 20.r and 
35t/ (10,r + 20// in A plus + in B~ 20a''f35tf), But if 
each IS to devote its efforts to the production of that commodi- 
ty m which it has the greatest relative advantage, then A 
will devote its two units of productive power to the making of 
y, and B will devote two units of productive power to the mak- 
ing of X. The total combined product in this case will be 
2(Ir4-40i/, i.e. 5y more than before. It is therefore advanta- 
geous for both A and B that A should make only y and B 
should make only x, and that A should exchange some of its 
y for some of B’s x. The balance of rtovantage that emerges 
from this international exchange is, as we saw, 5y in our ex- 
ample. But we have yet to answer an important question. 
How is this 5y divided between A and B? The answer is 
‘ flia-ao. 
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tbst thfe diTisioa will be in proportion to the inUwii^ of rsth 
In other words, it will become a question 
whether B'b need for ^ is greater than A*b need for x. If it is 
greater, then A will benefit more than B from this specialiJKa- 
tion in produetion followed by international exchange. Clear- 
ly, however, the terms of exchange would not go beyond what 
each country can do by itself. For instance, taking the figures 
in the above example, A will not consent to part with more 
than 2^ for hr. Because if necessary it can ilself make hr 
with the capital and labour it reqaifes for making 2y, B in 
its turn will not consent to receive less than J|j/ in exchange 
for to. Because with the capital and labour it requires for 
making Ir it can itself make L],y. The terms of the exchange 
will thus fluctuate between and 2y for U\ This is what 
is meant by saymg that international values or terms of inter- 
national exchange are determined according to the principle 
of eqfkpomUve cost. 

It is helpful to regard international (lade as a developd 
form of barter, The exixirts of u country are the price it has 
to pay for its imports Ijookmg d1 Ihe (juestion in tins man- 
ner we see at once the fallacy of regarding a decline in exports 
unfavourably and lejoicing vhen ex|K)rts increase. This is one 
of those false mercantilist noiions which appear again and 
again m popular ai’gimients. A decline in exjxirts is in itself 
not an evil, unless it causes a dechne in imports also. If irn- 
ports lomain the same or increase, while exports decrease, 
there is nothing to he sorry foi . On the contrary, we ought to 
congratulate oui selves that lor cm imports we have to pay a 
smallei price than before in the shajx" of exports. 

§3. Exports pay for imports. — Since mternational trade is es- 
sentially of the nature ol barter, it follows that if we import 
afoods (and services) of a certain value from foreign countiies 
w^e must 111 tin* long run exjxirt goods (and sei vices) of an equi- 
valent value in payment ioi oin imyiorts. 

The words hn the long nin' must be noied carefully. Be- 
cause some of the iniei'national exchanges mav be on the basis 
of ciedit and since payment is thus often jiostponed, it is not 
necessary that at any given time or in any given period there 
should be an exact corres^xmdence between tlv^ value of things 
im|K)rted and the value of things exported. But this gap must 
eventually be bridged wlicn payment of wliat is originally 
bought on credit does take place. 

Similarly, whep one country, or the inhabitants of one coun- 
try, grant a loan to another country or its inhabitants, the ex- 
txirts of the former are necessarily greater for the time than 
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it$ ijdfiports, to tho oxteot of the loan. But late^oo, wbeti the 
ihteJ^ost and principal of the loan ate being paid, this will make 
the imparts of the creditor country greater in value than its 
exports. 

There are a few exceptions to the statement that exports 
must (sooner or later) balance imports. Some payments may 
be made from one countiy into another for which, from the 
nature of the case, there can be no corresiionding tangible re- 
turn. The following are among the items falling under the 
category : payments received by students studying abroad, mo- 
ney which tourists take out of their country and spend in conn* 
tries which they visit, money sent by people residing abroad 
to their families or friends in their own country, tributes or 
indemnities exacted by one country from another (such us (ler- 
many is now exacting from occupied Europe). 

Of the goods and services exchanged between people of dif- 
ferent countries, not all are officially recorded. If therefore we 
relied only on what is officially recorded (i.e, ‘visible’ exiiorts 
and imjxirts) we should be omitting many items of actual ex- 
port and import , we should be omitting the ‘invisible’ exports 
and imports. In order to prepare a complete balance sheet in 
respect of a country’s transactions with the outside wwld, we 
must supplement the official records by the best estimates we 
can obtain of the so-called ‘invisible’ items. B\ ‘invisible’ we 
simply mean ‘not officially lecorded’ 

The following list will give an idea of the many factors 
which enter into a complete balance sheet of inicrnaiional pay- 
ments : (i) merchandise; (ii) tn'asxire; (iii) business services ren- 
dered by one country to another, e.g. transport services (which 
lead to payments of shipping freights, port dues), banking and 
financial semces, insurance services; (iv) interest on loans ad- 
vanced by one coimiry to another and jirofits on capital invest- 
ed in foreign countries; (v) Governmental expimditurc in other 
countries in respect of diplomatic and consular services, Home 
charges in the case of India, reparations; (vi) transactions in 
connexion with the repayment of loans made by one country 
to another; and (vii) funds brought in by immigrants and re- 
turned emigrants, remittances by emigi’ants, charitable and 
educational donations sent from one country to another, ex- 
penses of tourists, travellers in foreign lands and of students 
studying abroad. 

Of these, some items, e.g, (i) and (ii), are officially record- 
ed and arc therefore ‘visible’, while others like (iii) to (vii) are 
not recorded and are therefore ‘invisibleh 

§4. The balance of trade and balance of account (of payments) . 



iiie ligtit of wfeat has been said above, the diatihotion be- 
tweeh the balance of trade and balance of accounts may nm 
be explained, When we take into consideration only the tis- 
ible exports and imports, we get the concept of the ‘balance of 
trade*. If the exports exceed the import^, wc^ speak of a fav- 
ourable balance of trade; and if the imports exceed the exports, 
we speak of an unfavomable or adverse balance of trade. 

But we have already seen that there are besides the visible 
items many invisible items — on the credit or the debit side. 
When we take into account the invisible as well as the visible 
items wo get an idea of the balance of accounts or balance of 
payments, as distinguished from tlie balance of trade* It is 
wrong to suppose that a favourable balance of trade shows tliat 
all is w^ell with the country and that an unfavourable balance 
is always a matter for anxiety. England, for example, has 
usually an adverse visible ti’ade balance, i.e. her imjxirts ex- 
ceed her exports, and apparently tluB indicates that England 
IS a debtor country. But if we go deeper into the matter and 
allow for her votous invisible exports (or credit itemai such as 
her shipping services, the sale oi her ships abroad, and the ser- 
vices she performs for foreigneis in connexion witli banking, 
insurance, etc,, wc shall find that the gaj> between imports 
and exports is considerably nairowed. We must also remem- 
ber that part of her imports repiesents payments in connexion 
with British capital lent abroad. 

The case of India is very different. In normal years, we 
have a favourable balance of trade;^ But India is really a 
debtor country, as can be seen by taking into consideration her 
various invisible imports (or debit items) such as (i) interest 
on loans raised abroad; (iP repayments of loans previously in- 
curred; (hi) remittances abroad by European merchants, law- 
yers, Government officers in India, etc ; (iv) profits of foreign 
banks and insurance companies: (v) Home charges, i.e. ex- 
I>eilditure on Government aecxnint abroad (in lilngland) in con- 
nexion with furlougli, pay, pensions ot oflkers and stores pur- 
chased by the Government of India; and (vj^ remittances to 
Indian students studying abroad. 

§5. Advantages of international trade.— (d International trade 
enables a country to obtain commodiiieB which it could not 
produce at all or could produce only with great difficulty. Thus 
England secun's tea, sugar and cotton in this manner. Simi- 
larly, any deficiency of the home supply of fi commodity (e.g. 
food gTains as in the case of England) can be met by foreign 
imports, 

^ Sae Bhwnts of Indian Eaotiomcs, ch t, §18 
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(ii) It brings about a tnore efficient erapiojment of the 
productive forces of the world, since each country employe it*- 
self in producing those things in respect of which its capital 
and labour are relatively most efficient. Thus a country is en- 
abled to obtain many commodities more cheaply than if it were 
to produce everything itself. The doctrine of comparative cost 
explains how this advantage is leaiied 

(iii) International trade enables a country fully to ex- 
ploit its natural resources which would remain unexploited in 
the absence of outlets abroad, e.g. jute, raw and manufactured, 
is produced in India largely for export. 

(iv) Inteniational trade, by extending the size of the 
market, and promoting division of labour and rationalization 
of industry, tends to lower the costs of production. 

(v) There are ceriain cultural and moral advantages 
which follow from international trade. History proves foreign 
commerce to have been a great instrument of civilization. The 
different nations come mto constant contact with one anotliei 
in the course of international trade, and cannot help learninir 
from one another. Certain desirable points of character may 
also be developed in this manner. 

(vi) International trade, according to tlie classical free 
trade school represented by Mill, is a princjfxil guarantee of 
the peace of the world, as international commerce first (aught 
nations to look ufion the w^ealth and prosperity of other na- 
tions as the direct source of their own wealth and progress. 
Unfortunately, this belief was shattered by the war of 1914-18 
which seemed to show that foreign (‘ommerce empliasizes in- 
ternational rivalnes instead of promoting world peace Never- 
theless, (here is no donbt that it the habit of taking long-period 
views becomes more common, people will see more readily the 
essential truth in Mills argument. Enlightened opinion is on 
the side of a maximum development of International exchange. 
Hence before the present war etlorts v^ere made to secure the 
removal ol tariffs, quotas and exchange restrictions, which 
were seriously restiicting international trade 

§6. Possible disadvantages of international trade.~(i) Inter- 
national trade max sometmies lead to the sacrifice of the greater 
interest of the future to the smaller interest of the present. 
Certain valuable natural resources which may be limited and 
which require to be tapped economically may be exploited too 
rapidly and wastefully for purposes of export. As the Ameri- 
can economist Carey said, a country which exports mainly raw 
materials may be said m a sense to export its land itself. 

(li) International trade may make a country dependent 
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^|) 0 tJ otbej? ootmtrie?^ and ^xjx)«^e it to he-iow« risk if^ owing to 
wstr or other causes » its trade abroad is cat oi!:. This depeu-^ 
deiw’Je is a grave matter in the case of essential requisites like 
fcx)d supply and means of defence.* 

(iii) International trade may seriously disturb the distri^ 
bution of labour and capital in a country, especially when 
foreign goods are 'dumj>ed’ inio it at impossibly low prices. 

(iv) International trade may often result in the importa- 
tion of cheap but worthless and even harmful products, the 
consumer not being always the best judge of bis own interests^ 

(v) Unfettered foreign trade may adversely affect either 
file agricultural or the manufacturing grou]>s of industries and 
thus lead to a one-sided development of the economic life of 
the nation. Thus England has sacrificed her agriculture and 
India has become predominantly agricultural. A certain degree 
of diversification of the national industries is to be desired 
both in the interests of a more stable economic life and its 
beneficial effects on national character. 

On balance, however, we may say without hesitation that 
the advantages of international trade far outweigh the possible 
disadvantages and that it is quite feasible to minimize the 
diHadvantages by a siiitalile regulation of foreign commerce. 
§7. Free Trade versus Protection.— Free trade implies free- 
dom of international trade from restrictions. It is not incom- 
patible with the le\ \ d low revenue duties either on exjx>rts 
or imfKH'ts to meet the demands of the national exchequer. 
Protection, on the other hand, implies a deliberate regulation 
of foreign trade in order to protect home industries from foreign 
competition and stimulate their giowth. This is usually effect- 
ed by levying protective irnjKirt dutie.s, altlioiigh exjxirt duties 
raa> also enter into the scheme of protocition. Other methods 
are : (i) grant of a bounty to the home industry on the basis of 
protection, Hi) fixing of quotas or definite amounts or propor- 
tions of the imj)ort.s of a commodity irom a foreign country 
m relation to liome ]>roduction (as in the case of cotton piece- 
goods imported into India from Japan before the present war), 
and (iii) trade agreements or (*nnunercial treaties on the basis 
of reciprocal concessions. 

Before the preHcni war, practically the whole wmrld bad 
become strongl)' protectionist in sentiment as well as in actual 
•commercial policy. Even England, hitherto a passionate ad- 
herent of free trade, went over to the protectioniat camp. 
The world wri-s reverting to the old merciintilist policy of the 
seventeenth and eighteenth centuries, when foreign trade w^as 
' Sm (iii). 
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^bi^cted to all sorts oi restrictions. Tbe growth of stro:og feeU 
ings of economic nationalism, the discredit into which the 
hiB^BZ-fam philosophy fell, and the increased scramble atnong 
nations for world markets, all resulted in the adoption of a high 
tariff policy, especially to combat the consetjuences of currenOy 
depreciation in foreign countries, the growth of dumping, and 
the world economic depression. 

§8. Arguments in favour of free trade.“The tree traders make 
no difference between foreign and domestic trade. Their main 
argument is simply a corollary from the principle of division 
of labour (in this case international division of labour). In 
their view free trade is calculated to secure '(i) the greatest 
mass of goods in the world as a wiiole, and (ii) the maximum 
amount of immediate comfort for each consumer’. It ensures 
the flow of the resources of a country into tliose channels where 
they can be employed to the greatest advantage. It thus pre- 
vents dissipation of these resources, and their artificial diver- 
sion to relatively unprofitable industries which results from 
protection. Tlie real rewardb of both capital and labour tend 
to be greater under free trade than under protection. 

Tree traders also hold that tariff wars lead to military wars 
and thus proteciion is viewed as a menace to world peace. ^ 
§9. The case for protection, — (i) Infaui itidu^tnea argument. 
— One of the principal objections to tiie doctrine of free trade 
urged by the protectionists is that, while laying emphaHis on 
the well-being of the world as a whole, it tends to throw into 
the background the idea ot the nation as a unit with interests 
often at variance with those of other nations. A free exchange 
of goods may be positively harmful to economically backw^ard 
countries like India, preventing them from ever ]>roducing 
those eommodiiies in respect of which they may have the great- 
est potential advantages. The actual su}K?rionty of other coun- 
tries is often to be attributed merely to the earlier start they 
liave made, and is not always based on superior natural advan- 
tages. A country may enjoy very groat natural advantages 
but may bo unable to exploit them for lack of skill, experience 
or capitalistic enterprise, or of well-oigani5i;ed transfiort and 
credit, which are essential for modern industrial development. 
In order that all these deficiencies should be made good, indus- 
tries may have to be protected from foreign competition, be- 
cause otherwise they will not be able to make a beginning and 
exmtinue for a sufficiently long time to develop all the elements 
of efficiency without which compeiiiion on equal terms with 
foreign goods would be impossible. 

^ See §5 (vi). 



All these eoBsiderations hate gaiBe4 additional weight frona 
the ffiet that the competition of established industries in for- 
eign coTintries has in these modern days becom'e partionbrly 
intense owing to the organization of industry m the form of 

E )werfnl combinations » the recent improvements in trans|)ort, 
w freights, the system of export bounties, etc. The case for 
providing artificial props to young industries (‘the crutches to 
teach the new manufacturers to walk' as Colbert called pro- 
tective duties) in industrially backward countries like India, 
is thus very strong, When tliese industries develop under the 
stimulus of protection, the hope is that they will eventually 
be able to dispense with all artificial aids, and that the loss 
entailed in the form of high prices to consumers during the 
initial stages of development, will be more than covered by 
the ultimate advantage to the nation. 

(li) Divenificaiioti of industry. — As already mentioned 
above, the development oi \aried forms of industry is in itself 
a (lesuable goal as it affords a field for the employment of differ** 
ent grades of skill, and exenuses a salutary influ(3nce on na* 
tional character. A countr) with a predominantly agricultural 
population tends to be on the wliole improgressive and unduly 
conser\ative m outlook. Moreover, the economic life ot a 
mainly agricultural countiy is apt to be excessively unstable, 
and in a country like India the xagaries of the monsoon make 
the msiability all the greater, exposing the country from time 
to time to the danger of tammes The possession of diverse 
industries would make its economic life liroad-based and rela- 
tively more stable, 

(lii) Natiaiml self-sufficiency, — lYotectioii ih also luho- 
cated on Ihe gioiind tlut it can be used foi making a country 
economically self-sufficient, es|>ecially in regard to key indus- 
tries (c.g. steel, iron, food-producing mdustnes) v^hich are in- 
dispeiibahle for the prosperity of other industries «ind national 
safety, De|>endence upon foreign countiies m these matters 
is most undesirable, as the wai emphatically shows in the case 
of both England and India. Tt should, however, be remem- 
bered that economically it is better for all nations to widen the 
scojie of international coinmerce as far as |X)S8ible instead of 
restricting it bj protection or otherwise.^ Self-sufficiency is in 
itself not the ideally desirable thing that people often take it 
to be. A hermit nation is not any more worthy of admiration 
than an individual hermit. Of course, economic considerationB 
have sometimes to yield to other considerations, in the inter- 
ests of national safety, as argued above, a nation may have 
* See §5, 
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to produce oertaiia things itself irrespective of cost instead of 
following the economically profitable course of bnying them 
from foreign nations. But it is not the part of wisdom for a 
nation to organize its normal economic life on a war4ime 
basis. 

(iv) Other arguments. -^The j)olicy of protection is also 
defended by a host of other arguments. Some of these are, 
however, clearly fallacious, although they are frequently urged. 
It is, for example, often asserted that protection increases em- 
ployment. This can be disproved on theoretical grounds, as 
well as by an appeal to facts. In so far as protection causes 
a diversion of the nation's energies to production for which it 
is not fitted by nature, it must lead to a shrinkaj.^e of the na- 
tional dividend, which after all is the ultimate source out of 
which employment can be provided. For a similar reason it 
is fallacious to argue that protection raises the scale of wages. 
This fallacy is often due to failure to distinguish between no- 
minal and real wages. Wages may be nominally high. But 
prices are also likely to be high in a protectionist country, and 
the labourers may after all not be better off than in the free 
trade countries, A ]udicial and fair-minded examination of the 
actual conditions in free trade and protectionist countries does 
not support tlie notion that protection affords any special sec- 
urity against unemployment or that it guarantees high wages. 
§10! Limitations of protection.— Protectionists oitm make 
light of tile sacrifice involved in protective duties, by airily 
asserting that after all it is the foreigner who pays the duties. 
This shows dejilorable lack of logic. If the liomc^ consumer 
does not bear the burden of tbe duties, this means that there 
is no rise in iLe price of tlie artu le taxed. But in tfiis case the 
protective duty hag failed to protect. The whole difficulty of 
the home pioducei is that owing to foreign competition he has 
to fix Ills prices at a lower level than is profitable. He asks 
for a protective duty because through it he wishes to compel 
the foreign producer to (juote a higher price. 

Protection, if it is discriminate, may ultimately increase 
the wealth and taxable (‘apacity of the people, and the public 
revenues may benefit. But protectionists sometimes talk as if 
this must be the immediate effect of protection, which again 
is illogical. Because if protection is snocessfiil , it must progres- 
sively diminish foreign imports, making the yield of the pro- 
tective duties less and less. 

Prom this diBcussion it should be clear that great care and 
caution are necessary in the application of the remedy of pro- 
tection. If blindly applied it will prop up a host of weak and 
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faeble mdustries, miadirectmg tba flow of a wmky^f^ capital 
mi labour into unsuitable cbannels, and by removing %e 
, healthy stimulus of foreign competition it will encourage in- 
efficiency in production. 

Another great danger connected with protectionism i$ that 
ot political corruption which may be used by a powerful in- 
dustry for securing protection for itself, or its continuance even 
after it has ceased to be necessary. 0}>eii public inquiries into 
claims by the different industries for protection by an impar- 
tial tribunal on which all interests — cbpecially those who are 
going to be hit directly il the protection asked for is granted — 
may help to mitigate the evil somewhat. But nobody sliould 
imagine that the clanger is unreal or negligible. 

IVotection can be legitimately given in certain special cir- 
cumstances, e.g. foj* safeguarding a country against dumping. 
Less commonly it is also advocated for retaliatory purjioses 
for securing llie removal or reduction of import duties levied 
by foreign countries and for regulating foreign trade on a reci- 
procal basis. 

§JL Dumping. — People often refer to any kind of severe com- 
petition from abroad as dumping. But m its more accepted and 
technical sense, it means the sale of impoited goods at a price 
lower than the prevailing market piice m the country of pro- 
duction or origin Tins may be due to accidental over-produc- 
tion or to the deliberate action of strong!} monopolized foreign 
mdustnea. Genoially these mdubtries are protected in their 
own country. They find it advantageous to produce on a large 
scale m older that their costs may be reduced. But only a 
limited amount of the total production is sold at very high 
prices m the sheltered liomt' market, and the rest is disjiosed 
of m foreign markets at ^eiy low iirices. Paring the period be- 
tween the t\Ao wars, which was s^xiciaily marked by a scramble 
among nations lor foreign maikets, dumping was extensively 
practised, ('urrency or exchange depreciation, which tempo- 
rarily stimulates the ex^wts of a country, has also come into 
})rominence as a method deliberately adopted by certain nations 
m the interests of their export trade. India lias recently suf- 
fered at ilio hands of Japan in both these ways. 

§12, Drawbacks of protection. — The safest approach to protec- 
tion is to consider it as at best a necessary evil — as a kind of 
purgatory through which a nation has to fms before reaching 
the heaven of full industnal development and economic pros- 
perity. Unless ik is properly regulated, both as regards the se- 
lection of suitable industries to be protected and the r4te and 
period of protection, it will prove unduly costly and will bring 
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tame h^ii;n thaa good. Protection in other ww^ds should be 
4Ucnmimte^ 

Under certain circumstances a policy of protection may be 
necessary in spite of its disadvantages. But that it is attended 
with serious disadvantages must be clearly recog riiasad, so that 
instead of looking upon it as an unfailing and irreproachable 
remedy for industrial backwardness, we should accept it with 
due caution and becoming hesitation. 

In the first place, protection will necessarily increase the 
cost of living and consumers will suffer. Industries which are 
not protected will also suffer owing to increase of expenses, e.g. 
wages will tend to be higher because ot the increased cost of 
living. Also the articles receiving protection may be such as 
are in regular use in other industrieb. The consideration that 
protection means increased (.‘ost of living should have special 
weight m India where the average consumer is extremely poor. 

Foreign Exchanges 

§J3. Definition. — By ‘foreign exchanges’ we understand the 
system by which the obligations arising out of commerce and 
other international dealings are discharged and the mechanism 
by which the money of one country is converted for this pur- 
pose into the money of another country through bills of ex- 
change, drafts, etc. 

§14. How is money remitted from one country to another?— 

There is no essential difference between the rnecbanisin of in- 
ternal and international trade except that in international trade 
the creditor must iiltimatelj bo paid in his own money by his 
foreign debtor 

Let us take a simple illustration. Let us sujjpobt' that a 
Bombay meTcliani 1 lias sold 100 bales of cotton of the aggre- 
gate value of Ks. 10,000 xalued at i750 at the current rate of 
exchange (L^. Od, per rupee, i.e. .fl — Rs. 13-5-4) to a merchant 
in London, B Similarly, let us assume that another London 
merchant C has slapped cotton piece-goods of the same value 
(£750) to a Bombay merchant I). Now it is obvious that in- 
stead of B sending gold to A m India, and D m India simi- 
larly remitting gold to 0 m London, it would be much more 
economical, safer and more convenient, if an arrangement 
could be made under wliich D in India paid A living m the 
same country, and similarly B m Bngland paid C resident 
in the same country. Actually, however, it is not eavsy for the 
two parties D and A in Bombay and B and C m London di- 

^ Sea Mle>fnmts of Indmn Eomomos^ dbi, iv, §4, for a discussion of discritnin- 
ale protection m India 
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rectly to meet each otlier aod settle with each other. The 
amouHtg involved in the several transactions may not be identi- 
cal, the period for which credit is allowed may not be the same, 
and they may not jxiasess adequate knowledge regarding each 
other's standing. A system has, however, deveio^ied under 
which, in each country through banks and exchange dealers, 
the exporters can arrange to receive payments for goods ex- 
ported and the importers to remit payments abroad for goods 
imported. Thus our Bombay ex}X)rter A would walk into the 
office of an exchange bank and sell his export bill drawn m 
sterling upon his debtor B and get the e(]ui valent amount of 
rupees at the current rate of exchange/ the necessary deduc- 
tions being made for interest on the bill during its currency, 
etc. The bank will then send this bill to its branch in I^ndon, 
where on the due dale the money will be collected from B. Id 
the same way, the London exporter C may sell his export bill 
<lrawn upon 1) in Bombay to a ijondon bank, which sends it 
to its blanch in Bombay for collection; or our Bombay ini- 
[Kuier i) may alternatively buy a draft or T. T. (Telegraphic 
IVansfer) in ease of urgency from an exchange bank in Eom- 
l)ay, and send it to liis creditor 0 in London, just as the Lon- 
don im|H)rier B may buy a draft on Bombay from a London 
bank and send it to bis creditor I in Bombay. Thus a large 
volume of mternatioual credits and debits is settled by export 
bills, drafts and telegraphic transfers without any gold being 
actually exported or imported. 

§15. The mint par of exchange, — ^Now Ihe next <)uestion is, 
at what rates are the export bills, drafts and telegraphic trans- 
fers sold and bought by lianks*^ The rate ol exchange means 
the price of tlie difteient foreign currencies m terms of the 
l(K*al (Tirrency, Thus, speaking of the rate of exchange m Bom- 
bay, we say that Be. 1 - b*?. 6d., or l.s*. or Ls. 5fd. as the 
ease may be. Tins mdicaies the relation at any given time 
iietwecn our rupee (local cunency) and the British pound ster- 
ling. According to the rate that may be current, the bank will 
determine what it will pay for an export bill or what it will 
charge for a draft or telegraphic transfer. 

Now these rates (as in the case of commodity markets) vary 
according to the supply of foreign exchange (bills or drafts) 
and the demand for it, which in their turn are governed by 
the volume of the international credit and debit items respec- 
tively of a country. Wlien two countries have the same metal- 
lic standard (Gold Standard or Silver Standard) we can speak 

' Sometimes ho may also sell forward to the bank, i.e. in advance of hx« 
:j?ood8 being exported. 

1—17 
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of the wint par of mchmge between tbem^ which is the fixed 
intrinsic value of the currency unit of one country expressed 
in terms of the currency of another which has the same metal 
as its standard of value. The value of the currency unit is 
taken to depend on the quantity of pure metal that it contains 
as fixed by law, and the mint par tells us how much of the 
other country’s currency contains the identical quantity of the 
same pure metal. Thus during the period up to 1914 or the 
period from 1924-31, the mini par of exchange between Lon* 
don and New York was d£3 =$4*8665, i.c. the sovereign con- 
tained as much fine gold (113*0016 grams) as 4*86 dollars (each 
dollar containing 23*22 grams of fine gold). The mint par of 
exchange tlnis supplies the basis of the rate of exchanges be- 
tween two countries with the same metallic standard. Obvi- 
ously there is no fixed mint par ot exchange between a Gold 
Standard country like England (before 1931) and a Silver Stan- 
dard country like India (beiore 1893h Here the foreign ex- 
change rates are determined by the relative market values of 
silver and gold, winch are constantly fluctuating. 

§16. Specie (4old) points. — Wlien two countries are on an 
effective gold standard, the exchange between them fluctuates 
only within narrow limits. The student should remember 
that under an effective gold standaid, the currency authority 
sees to it that gold is available to anybod}/ who asks for it at 
one uniform rate, m return lor legal tender. Thus m England, 
up to 1914, legal tender money (e.g. Bank of England notes) 
could alwajfe be converted into gold at the fixed rate of 
113*0016 grams of fine gold for XI. The same amount of 
gold could also be had m the United States for $4*8665 in 
legal tender money. Thus, up to 1914, the gold points for 
London m relation to New York were $4*8365 (export point) 
and $4*8965 (impoit point), the cost of remitting specie being 
about $0*03 (either way) and the mint par of exchange being 
$4*8665 to the }>ound. If lor a bill on New York, less than 
$4*8365 was obtainable for XI, the wonld-bc Jxiudon buyer 
ri.e. importer) of the bill would prefer to turn bis XI into gold 
and ship it to New York, where it would fetch $4*8665 (mint 
pv.r). That is, for an outlay of Xl plus $0*03 he gets a com- 
mand in New York over $4*8665; or, which comes to the same 
tiling, for XI he gets $4*8365 m New York ($0*03 being the 
cost of sending Xl worth of gold to New York). For a similar 
reason, a would-be London seller fi o. exporter) of a New 
York bill would not offer more than $4*8965 for £1 in Lon- 
don, because it would be less expensive for him to receive 
$4*8665 wmrth of gold from his debtor which would fetch XI 
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in Jjon^on. Tlia t<?tal outlay in tliia case wonW be not mosre 
than $4^86§5+0*03 (i,e» the cost of iin|X)rting gold to Lon- 
don) $4-8966. These gold points are detemined, as hinted 
above, mainly by the cost of rnoving gold in either direction 
between the two countries concerned. As this cost (packing, 
freight, insurance charges, commission, interest, etc.) is very 
small, the deviations of the market exchange rates from the 
mint parity are also Very small. Exchange is said to be at 
the gold or specie export point when it is cheaper to ship gold 
to pay foreign creditors than to buy bills on a foreign centre 
from a bank. Similarly, exchange is said to be at the gold 
Of specie import point, when it is cheaper for a creditor to 
send for specie (gold) from abroad than accept a lower price 
(in his currency) for his export bill. It is obvious that ex- 
change will reacli the outgoing specie export jiomt when the 
international debits exceed the credits, and similarly it will 
reach tha incoming sj^ecie or gold imfwt point, when the cre- 
dits exceed tlie debits m value. 

§17. Favourable and unfavourable exchange.— When the in- 
ternational debits of a country exceed its credits, the rate of 
exchange, i.e. the lixial price of the export bill, will rise above 
mint par (exchange will be at a premium), since the supply 
of these bills will fall short of the demand for them Exchange 
is then said to be imtavourable to the debtor countiy, as more 
of local currencj must be paid for a certain amount of foreign 
money; or, what amounts to the same thing, less foreign cur- 
reiKiy will be available for a given amount of local currency. 
It 18 also (V)nsidered unfavourable because it may indicate the 
need for exporting gold from the country to correct the ad- 
verse balance of aca-oiints. Exchange in such a case is obvi- 
ously unfavourable to the importer, who has to pay more in 
terms of his own currency. But, for the same reason, it is 
favourable to the exporter who receives more of the local cur- 
rency. Thus, if the rupee-sterling exchange is 1^. 4d. rather 
than 3^. 6d., it is favourable to the Indian exporter, since he 
gets Ks. 15 lor £1 worth of goods sold abroad. But it is ad- 
verse to the importer since he has to pay Ks. 15 for worth 
of goods imported, whereas he would have to pay only Rs. ^ 
13-5-4 if the exchange were Is, Gd, In this way the advan- 
tages to exporters are counteracted by the disadvantages to 
importers, and it cannot be said that an ‘unfavourable’ ex- 
change is necessarily injurious and a ‘favourable* exchange 
necessarily beneficial to the country as a Whole. 

When the credits exceed the debits, the rate of exchange 
will fall below mint par in terms of local currency (exchange 
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will be at a discount), Kinee the supply of export bills is larger 
than the demand for them. Exchange in this case is said to 
be favourable to the creditor country, since less of the local cur- 
rency needs to be paid for foreign currency (or, what amounts 
to the same thing, more foreign currency is available for a 
given amount of local currency). It is also favourable in the 
sense that it may cause an inflow of gold from abroad for liqui- 
dating the favourable balance of accounts. Excham>e in this 
case is obviously favourable to the imt)orter since be has to 
pay less of his currency, but for the same reason it k unfav- 
ourable to the exporter who receives less value in terms of his 
own currency. Thus, if the rupee-sterling exchange is hs*. Gd. 
per ru(^e instead of Is. id., it is favourable to the imporfcer, 
who now pays only Es. 13-5-t for .i'l worth of goods (instead 
of Ks, 15), but is unfavourable to the exporter who receives 
less than before for his exiKJ>rts. 

The terms ‘favourable’ or ‘unfavourable’ are tlnis some- 
wliat misleading. In the course of international tracb> wo are 
so^etimes bound to have an cxc'ess of exports and at other 
times an excess of imports. In the former case exchange will 
tend to be favourable, and m the latter ease, unfavourable. 
There is, generally speaking, no occasion for rejoicings or re- 
grets in all this. Tlie terms favourable and unfavouralile are 
reminiscent of the mercantilist way of thinking, w^hich is not 
our present way. The inercdiitihsi pohc'\ welcauned an excess 
of cx})orts over imports becau.sc tliis hl)ovv(‘(l that tlie nation 
was selling more than it was liuying, and this was regarded 
as a very desirable state* of things. It also led to an inflow^ 
of gold into the country, and the mercantilists attacdied gr(»at 
ini];X)rtaiice to gold, 

§18. Modes of exchange quotations —TJnforlunately, there is 
no uniform mode of exchange (|uotalioiis followed by all coun- 
tries, and tlins a great deal of unnecessary confusion is caused, 
especially when the expressions ‘rising’ and ‘falling exchanges’ 
are used. There are two principal modes ol' t*x(*]iange quota- 
tions : (i) One method is to take the local currency as a fixed 
unit. Tlius, as between the rupee and sterling, the rupee is 
taken as fixed and sterling as variable and wo say, e.g., that 
the rupee is equal to ^s. Gd. (or more or less in sterling). We 
might as well have said that ^1 -Bb. 13-5-4 (or more or less 
rupees). It is simply a matter of convention that the first 
method of quoting is adopted, (ii) In ([noting the exchange 
with Japan, accerding to the established convention, the for- 
eign currency is taken as fixed, the unit adopted being 100 yens, 
and we say that 100 yens is equal to so many rupees and to so 
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Dcj^ay toore or less rt4)ecs aooording to the exchange fluctwa- 
tions between India and Japan. The exchange in India on 
New York also is expressed as $100 equal to so many rupees. 
In America, this second method is consistently followed. The 
foreign currency unit is kept fixed and jb always expressed in 
terms of l(x*al currency (i.e. in dollars). Apart from the merit 
of consistency, this plan makes for the proper use and under- 
standing of the expressions ‘exchange at a premium’ and ‘ex- 
change at a discount’. 

§19. Purchasing power parity. — Up to i914, as most of the im- 
[vortant trading nations of the world were on an effective Gold 
Standard, fluctuations in exchanges between them were restrict- 
ed to a narrow range on either side of the mint par of exchange. 
The Gold Standard having been generally abandoned, it is no 
longer possible to explain exchange fluctuations with reference 
to mint parity. A substitute has however been found in the new^ 
purchwiing potvcr parity Lheory associated vvPh the name of 
the Swedish (3Conomist (’assel. According to this theory the 
fimdamenial factor, winch m the long nm deieraiines the rate 
of exchange betw^een any two countries, ‘jb not the relative 
amount bought and sold across the national frontiers in a given 
jXTiod (i.e, the trade balance), but it is the price levels in these 
countries which are the cause of these trade movements.’^ The 
old mint parity itself may be said to Jiave measured the rela- 
tive purchasing [x>wan\s of the various Gold CumTiey Stan- 
dards, since gold, owing to it^ free internatjonal movement, 
tended to acquire the same value all over the Gold Standard 
area. If, that is to say, the pound steilmg, up to 1914, was 
equal to $4*8665, this was because the pound on the one hand 
and $4’8()(>5 on the other had the same gold value. Their jmr- 
chasing jxiwer over gold was identical ami t}^^> gold in its turn 
purchased the sami' quanlity of goods and services in all tlie 
Gold Standard countnos. Hut whtli the advent of ineon vert ihle 
Pajier (Curi’ency) Standards during the w’ar of 19 i 4-1 8 and the 
vaiying degrees of inflation wliich oc*eurred in the difleient coun- 
tries, there wxis a greater rise in the general price level in some 
countries than in others. The purchasing power of these several 
monetary units fell more in some countries and Icuss in other*^, 
and the 'fluctuations in Ihe rates of exchange liecamc very vio- 
lent. Cut adrift from the old mint parity, tliey api>eared to 
be entirely arbitraiy. In thi^ old days we could say that ex- 
change fluctuations were restrained by the mint parity. In 
terns of the new doctrine we now say that the determining 
influence is ihe resjiective puinhasing powers of the various 
* See Gregory, Foreign Exvkonges heforf, during and after the War, p. 80. 
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curr^Bcies in terms of goods and services, or rather that this 
regnlating influence of relative prices is and has always been 
pperative; only, in the old days, we were content to state the 
purchasing power parity of currencies with reference to gold 
directly and with reference to goods and services only by im- 
plication and inference. The theory of purchasing power par 
rity may be explained in the words of Dr Cassel himself. ‘Given 
a normal freedom of trade between two countries, A and B, 
a rate of exchange will establish itself between them, and this 
rate will, smaller fluctuations apa,rt, remain unaltered as long 
as no alteration in the purchasing power of either currency is 
made and no special hindrances are imposed upon trade. But 
as soon as inflation takes place in the money of A , and the pur- 
chasing power of this money is, therefore, diminished, the 
value of the -4-money in B must necessarily be reduced m the 
same proportion. And if the B-money is inflated and its pur- 
chasing power is lowered, the valuation of 4 -money in B will 
clearly increase in the same projicrtion. If, for example, the 
inflation in 4 has been in the proportion of 320 to 100, and the 
inflation m B has been in the proportion of 240 to 100, the new 
rate of exchange will be ihree-fourths of the old (say mint par) 
rate. Hence the following rule : When two currencies have 
been inflated, the new normal rate of exchange will be equal 
to the old (mint parity) rate multiplied by the quotient be- 
tween the degrees of inflation of both countries. There will 
of course always be fluctuations from this new normal rate, and 
in a period of transition tliese fluctuations are rather apt to be 
wide. But the rate calculated in the way indicated must be 
regarded as the new panty between the currencies. .1’his parity 
may be called the purchasing power parity, as it is determined 
by the quotient of the purchasing powers of tiie different cur- 
rencies.’^ 

The following illuvstration^ makes the idea quite clear. Sup- 
pose that as compared with 1913, which is taken as the basic 
year, prices in the United Kingdom have risen to an index of 
150 and that French prices have risen to an index of 300. If 
the pre-war rate of exchange were 25 francs to the {lound, the 
new normal will be 50 francs to the pound. Thus : 

300 present francs - 100 pre-w^ar francs 

~ 4 pre-war pounds 

= 6 present pounds 

50 present francs = 1 present pound = Purchasing 

Power Parity. 

^ Cassel, Money and Foreign Bnochange after 1914, p. 140. 

® Bee I). T. Jack, The He^itoration of European Curremus, pp. 15-16. 
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If the aotuai exchange rate differs from th^. pwchasiog 
power parity tlitis arrived at, then we are justified in inferring 
that eqnilibrmm is not established and that, in the eocurae of 
time, forces will come into play to bring the actual exchange 
rate and the purchasing power parity closer together. 

Suppose in the above example that the actual exchange be- 
tween the franc and sterling does not coincide with the calcu- 
lated parity and that tjie {lound, instead of being quoted at 
50 francs, is quoted at 66 francs. In that case, French products 
will be cheap to British purchasers and British goods will be 
dear to French purchasers, A British merchant by spending 
£100 could obtain 5,500 francs, and with that sum in francs he 
could buy French goods, which when sold in England, could 
fetch £l 10, Conversely a French merchant could only get £100 
for 5,500 francs and for that sum would merely be able to pur- 
chase British goods to the value of 5,000 francs. British im- 
ports from France would thus receive a stimulus and British 
exports would be checked. The increased demand for francs 
arising in this manner would raise the value of the French 
cuneney until the exchange settled at about 50 francs. 

§20. Limitations of the doctrine. — There are various difficul- 
ties in applying this doctrine in practice. In the first place, 
the only way of measuring price levels in the different coun- 
tries IS by using index numbers, and index numbers are by no 
means accurate and infallible guides and might easily lead one 
astray. Special caution is necessarj^ in using them for the pur- 
fX)se of comparing the range of price levels in two or more 
countries over a particular {>eriod, because the figureKS are com- 
])iled m different w%ays in different countries. TVloreover, the 
basic year selected may not be e(|ua]ly suitable m all the cases 
concerned. For example, there niuy have been some local pe- 
culiarity in the circinostances of tlie basic year for a pirticular 
set of index numbers, or tlie character of the production may 
have changed during the period in one or more of the coun- 
tries. As regards the statistical employment of the doctrine 
of purchasing power parity, the employment of index num- 
bers implies tlie important assumption that changes in the 
prices of goods entering international trade have been followed 
by similar changes in the prices of all other goods. As Lord 
Keynes has put it : ‘The tlieory does not provide a simple or 
ready-made measure of tlie “true"’ value of the exchanges. 
When it is restricted to foreign-tj'ade goods, it is little better 
than a iniism. When it is not so restricted, the conception 
of purchasing }xvwer parity becomes much more interesting, 
but it is no longer an accurate forecaster of the course of the 
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fote^n exchaBges ’ The theory can supply only a very_ ap~ 
proximate guidance, and its |a'actical utility is of a strictly 
iiniited character. It mdicates the limits for the fluctuations 
ol foreign exchanges, but not in the precise manner that was 
possible when the Gold Standard was m general use 

8DMMAEY 

International trade results mostly from individual voluntary bargams enter 
ed mto b> people resident in one countrj with ptople resident in othti conn 
tries, Problems of jnicrnational trade ha\6 to bt treated eeparatelv liom 
problems of internal exchange because labour and capital do not move freeK 
from one country to another aa they do from place to place in the same coun 
tf\ Tbo existence of tariffs and the fact that the currency Bysteme of differ- 
ent countries -vary also raise special questions which have not to be faced in 
internal exchariges Ibe character and the teims of inicruational exchange 
are determined in accordance with the principle ot comparative cost Nations 
engage their capital and labour in thost industiies with regaid to which thev 
have the highest rolatne advantage o^er other nations Moie wealth is thus 
produced and becomes avaihblo to the countries dealing with one anothoi in 
the enurse of internatiormi comment Ilowevei, although all dcnv< a henc 
fit the benefit ib not uiiifoim The proportion m winch the benetjt ot niter 
national trade is distributed among the parties depends on their rcla1a» in 
temuty of demand for ach other c goods 

ExpOfU pay for tmporh — This proposition is subject to the following ex 
pianations (i) Somctimos impoits may be greatei than expoits, because paj 
ment is postponed tn) lutcinational loins for ilic tmu tend to me lease the 
imports of the borrowing country without an immediate equivalent mertasf 
of exports (in) When the piocess of rcpa>mtnt bcgiuh the position is n 
veised and the borrowing country s exports tend to be lu cxcxss ol its imports 
(iv) Under expoits and impoits all items — iisible and inmthlf -othcialh le 
corded or not, are to be included 

International trade bungs within oiii loach utilities not otherwise attain 
able, ensures tho most efficient employment of the productive u sources ot the 
world and the lull exploitation of natural itsources makes pioduction moic 
economic by enlarging its scale and is one of the most potent instruinents 
for the spread of culture and civilization Ihopeilv appitcialtd it ought also 
to act as a poweitul pieventivc of international waifaie 

On the other hand, it ma> lead to too rapid an exhaustion of the natural 
rt sources of a amntry, and endanger national secuntv by losienng a habit of 
dependence on othei natioiis foi esstiitial ie(j[uisitcs It maj subject a coun 

try to violent economic dislocation dm to dumping ft may lead t the irn 

poitation of shoddy or hannlul aiticles And finally it may cause economic 

development to be too onesided These evils however, can largel} be pre 

vented by the legulation of luUrnational commerce and the prcbUinption is 
in favour of proiriolmg its utmost expansion, This general attitude is not m 
consistent with the policy ol dmnmmaic protection Some departure ft m fri,c 
trade or protection is justifiable on ceitain epocml economic oi political grounds, 
eg (i) for the tempoiary protection of infant industries (ii) for securing, i 
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(iwfciifua ^uttount of diversification of industry, (m) |oi tbo devebpmonfc of im 
porij^nt key industries, and (iv) as a temporary remedy against dumping, (v) 
Froteotion is also sometimes advocated as a negotiatory factor or an instru- 
ment of retaliation It is, liowever, risky lo engage in tariff wars 

l^otection IS a remedy Vbhicli is not to be appiitd bght beartedly but witb 
due care and caution It increases tb( cost of living and may cause a shrink 
age of the publit rcveniHS It should not be used so as to tm out age meffi- 
iiency m production, and steps should be taken to minimize one of the greatest 
tvils associated v^ith it, namely, political (orruption 

Fobeign Exchanges 

By foreign (xchanges we understand the system by which international ob- 
ligations arising in the (OinB< of trade and other transaetions are discharged 
This IS mainly done thiough bills and other mbtruments of exchange on foreign 
centres, and the theory of foreign exchange explams the laws governing the 
value of these bills and instrumenrs, i e the value of one national currency m 
terms of othei national uitcncitb So long as the principal currencies of the 
world wore on a gold basis tliese relative values depended very closc^ly on the 
amount of gold iihich the curreAy unit of each country could be converted 
into Fluctuations of exchanges depended mainly on the cost of sending gold 
as compand to the cost of nmitting money in the foim of a lull of fxebange 
Now that the Gold Btandaid has been laigdi abandoned the hunts of tiuctua 
tions m foieign exchanges, foimerly indicated by the qold points have be 
come leas c^asily calculable In teims of the doctrine of purehasinq pow(r 
panty we have now to he content with say mg that at any gi\en tune the rates 
(>1 exchange will tend to be such that at those latcs the internal and external 
puT'chasmg power of any cuirency will be the same In order to make calcula- 
tions on this basis we have ueccssanly to employ index nuinhois which, bow 
ever, can give us only approximate indications an! not piecis( information as 
to the limits Aitliin which exchanges will flurtnatc Phtse iimitb again are 
liable to change fiom iiUH to time with change s in the purchasing power of 
the lespcitivc cuiiencus When the (lold Mandaid was gencralh pievalent, 
tho gold value of every curruicy lunl was dcfiintely and unalteiably fixed Nowr 
we have to fall back on the powei ol < uh ciiircncy to purchase commodities 
and sei vices and this is not lixcd Ih^ centre rouud whuh the foicign ex- 
changes will move will thus Ik constantly shifting 

The tenub favourable an I unjaioniahU exchange lu hatuiltss enough if 
they are stripped of then uurcantilut associations The value c>f one cur- 
cency is hkcly to rise and tall in tcims of other cun one ns m accoidaiuc with 
changes in supply and demand oi temporary excess of exports oi imports 
From a banking point of \icw, howcvci it may sometimes be clc irahle to 
correct an unfavourable exchange if Ihcit jh a dangci ot its causing m much 
gold to have tho countiy as seiioush to deplete the bunking rtbcivts, bring 
mg about too gi eat a cnntraction of credit 

All countries do not adopt the same umfoim method of (fuotmjj eonohmiges 
In some cases tho local cuirency unit is taken as fixed and tho foreign cur- 
rency unitfo as variable In other (asofc the lexorse process i adopted Foi 
various reasons it is better to follow tht second method 
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DISTRIBUTION: RENT 

§i, Tli© national disridend theory of distribution of wealth.— 

Before embarking upon a detailed discussion of tlie theory and 
problems of distribution it is convenient to give a brief prelim- 
inary view of distribution of wealth. 

Distribution of wealth, as we know, means the apportion- 
ment of the aggregate of goods and services, among the owners 
of the four factors of production who have collaborated in the 
process of their production. The study of distribution involves 
the consideration of the following three main questions : 

(i) How much is there to be distributed? 

(ii) Among what factors is tfte joint product to be di- 
vided? 

(iii) What determines the share of each factor? 

In what he calls the national dividend theory, Marshall fur- 
nishes a succinct answer to all these three questions on the fol- 
lowing lines. ^ 

§2. How much is there to be distributed? — ‘The Labour and 
the Capital of a country acting on its natural resources produce 
annually a certain net aggregate of commodities, material and 
immaterial, including services of all kinds. This is the true 
annual income or revenue of the country or th^^ National Di- 
vidend.’ The national dividend is thus the heap or pool of 
goods and services of every kind produced annually in the coun- 
try. Into this pool, we may imagine, are thrown the contribu- 
tions of all the productive agents in society. The national divi- 
dend can be measured by the money value of the gross produce 
of society, from which are to be deducted (i) tlie value of the 
raw and half-finished commodities used, and (ii) the replace- 
ment fund necessary for repairing and replacing plant and 
machinery. The need for making this allowance is indicated 
by the word 'net’ m MarshalFs statement The net income 
due on account of foreign investments must be reckoned in as 
an addition to the national dividend. Its net aggregate amount 
determines wliat is available for distribution and sets a limit 
to the shares received by the various agents of production. 

§3. Among what factore Is the joint prodnet to be divided?— 
'The National Dividend is at once the aggregate net product 
of, and the sole source of payment for, nil the agents of pro- 
‘ Bkments of Econonics of Industry^ pp. 252-3. 
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toefcioB withia the country. It is divided up into the earningf^ of 
laboat; interest of capital; producer’s surplus or rent of land' 
and lastly the profit of business enterprise* 'It constitutes the 
whole of them, and the whole of it is distributed among them; 
the larger it is, the larger, other things being equal, will be 
the share of each of them/ It should be noted that the pf(h 
bUm of dutributkm is envisaged here as one of functional dis- 
tribution and not of personal distribution > That is, we have 
to explain the four mam streams into which the national divi- 
dend flows, reaching the four main social groups of labourers, 
capitalists, landlords and entrepreneurs. It is not possible to 
ascertain and explain the income that accrues to each man, wo- 
man and child. Individuals are aggregated into appropriate 
classes or groups corresponding to the four factors of production. 
§4. What determines the share of each factor?— This last is 
the most fundamental and controversial problem. Marshall’s 
general answer to this question is as follows : Tt (the national 
dividend) distributed among them (i.e. the agents of pro- 
duction), sfieaking generally, in proportion to the need which 
people have for their several services, i.e. not the total need, 
but the marginal need. By this is meant the need at that 
point, at which people^ are indifferent whether they purchase 
a little more of the services (or fruits of the services) of one 
agent, or devote their furtlier resources to purchasing the ser- 
vices (or the fruits of tlie services^ of other agents. Other 
things being equal, each agent is likely to inci'ease the faster, 
the larger the share whieli it gets, unless indeed it is not 
capable of being increased at all (e.g. land). But every such 
increase will do something towards fillings up Ihe more urgent 
needs for that agent; and will thus lessen the marginal need 
for it, and lower the price at which it can find a market. That 
is to say, an increase m the proportionate share or rate of remu- 
neration of eveiy agent is likely to bring into play forces that 
will reduce that share and leave a larger proportionate share 
of the dividend to be shared among others.’ 

Each factor of production thus draws from the national divi- 
dend a reward in ilie measure of its respective maiginal effi- 
ciency, allowing for the possibility, wdthin certain limits, of 
substitution of one factor for another. To quote Marshall once 
again : ‘Every agent of production, land, machinery, skilled 
labour, unskilled labour, etc., tends to be applied in production 
as far as it profitably can be. If employers and other business 
men, think that they can get a better result by using a little 
more of any one agent they will do so.* 

The national dividend theory of distribution is thus an ap- 
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plication of the general theory of value to the problems of dis^ 
tribution. The shares of the factors of production ai‘e regarded 
m the prices paid for their (marginal) services determined by 
demand in relation to supply as in the case of the values of or- 
dinary commodities. Nevertheless we cannot identify the theory 
of distribution with the general theory of value. On the de- 
mand side the analogy appears to be complete. The price paid 
to an agent of production is determined by its marginal utility 
or service as In tlie (‘aae of ordinary coniinodities. But there 
ate certain peculiarities on the supply side. For example, one 
agent of production (land) has no supply price, in the sense 
that its supply is fixed and is not therefore directly affected by 
(hanges in hs share (rent). Again, the supply jirices of the 
other factors of production, esiiecially of labour, cannot be cal- 
culated as precisely as the supply prices (cost of production) of 
commodities. It is, therefore, necessary to study the theory 
of distribution separately, insteail of di.s[>osing of it by stating 
that it is just another illustration of the general theory of value. 
§5, Nature of distribution of wealth.— We liave said that the 
aggregate of goods and services is divided among the various 
factors of production. In actual ]>ractice, however, rents, wages, 
interest and profits are ordinarily paid in tlj{^ form of money. 
But then tlie money merely represents a certain claim on the 
goods and services which we can purchase with it. So that our 
proposition stands; its essential truth is not affected b} the in- 
tervention of money. Moreover, we know that sornetimes pay- 
ment is made in kind for the various kinds of effort required 
for the producti()n of wealth. For example, labourers may get 
their wages partly or wholly in tlie foian of grain, cloilies, etc. 
Here the Indian student will naturally be reminded of the 
practice, still prevalent to some extent in tliis country, by wliich 
the different village servants and artisans are assigned a cer- 
tain profKiriion of the jiroduce raised in the village. ‘ 

We might as well deal here with another little difficulty. 
Borne of the payments representing tlie shares of the various 
factors of production are paid before the process of production 
is complete. How then can we say that the different shares 
come out of the goods and services produced by the co-operation 
of the four agents of ])roduction? Tliis objection, liowwer, 
is superficial. Wages, for example, are no doubt paid in 
advance. But in order that the labourers should be coniinti- 
ously employed and paid, the employer must be able to put» 
the goods produced by the help of the laliourers on the market 
and sell them profitably. If this cannot be done, he will soon- 

^ See Elements nf hidran Evommuh, rh. ii, 
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< 5 r or later close down lus establish rnent and dismiss the work- 
ers, In this sense the real source of the wages is the wealth 
jjrodticcd by the co-operation of labour. What bolds good of 
wages alBO holds good of the ot}>er shares or kinds of income^ 
namely, rent, interest and profits. They are all derived, let ns 
repeat, from the aggregate of goods and services brought into 
existence by the combined effort of those who provide land, 
labour, capital and organizing ability. 

It is obvious that the shares allotted to these agents of 
production are not equal. They depend on a series of bar- 
gains which the organizer or employer (who takes the initia- 
tive and is the most active of all the agents of production) 
strikes with the other tliree agents of production. The bar- 
gains are freely entered into by the parties concerned and 
are not forced on them by some outside power like the Gov- 
ernment. What determines the terms of these bargains and 
wliat determines the profit wlncli tlie employer himself earns? 
These an^ the questions wdiich we have ip deal with. In 
<iUier words, have to examine the forces and the causes 
underlying rent, interest, wages and profits. 

§0, Private property as the basis of distribution.— Before 
discussing more in detail each of Oiese four kinds of income 
U will be convenient to study the institution of private pro- 
peity whicli may be regarded as the basis of the existing sys- 
tem of distribution. It underlies the whole of our present 
scheme of distribution of wealth. Tt is the mainspring of mod- 
ern economic life and tlie IxHc noire of the socialist, who re- 
gards it as the pjame cause of whatever is irrational and un- 
just in tlie present system of distribution. 

S57. Evolution of private property.— In (he earliest stages of 
civilization there was neither communal nor private projx'rty, 
as men lived from hand to mouth. The idea of group property 
arose gradually when, for example, j>acks of savage men came 
to regard certain preserves as their own. The earliest forms 
of private property were probably certain moveable objects like 
personal ornaments and weapons wlncli were looked ufion as 
an extension of personality. Domestication of animals in the 
pastoral stage led to an ext<^nsion of private profxrty in herds 
or flocks and even in women, children and slaves, who were 
now required to look after the cattle. The land or pastures 
belonged to the group under tribal customs. Private ))ro|>erty 
had its ongin in ‘user’ and ‘seizure' but had a social Banction 
because by encouraging thrift and energy in the individual it 
ultimately led to group welfare.^ 

^ See Seligman, ep. eit., pp. 125-0. 
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The transition to the agnonltnxal stage, \Mth its &mi abodes 
and settled life, greatly extended tlie seojpe of private pro^ 
perty, especially m immoveables, fixed abodes and nltimately 
land. Nevertheless, private property in land was slow to devel- 
op and passed throngh several stages such as temporary allot- 
ments of arable land, the ‘open-field’ system with its com- 
munal practices, siipenraposition of feudal or overlord rights 
npon the rights oi the village community, etc. In some cases, 
as generally on the continent of Europe, the overlord was 
eventually swept awaj fo make room for the peasant proprie- 
tor. In other countnes, like England, he managed to deprive 
the tenants of their customary rights and to concentrate largo 
estates of land in his own hands \t first there was no free- 
dom to dispose of land, but latei full lights in this respect were 
acquired. The old communal restrictions on land (e g com- 
mon rotation of crops) were now abandoned, 0d the landed 
proprietor was allowed to develop his land in the way he thought 
best without in any way being bound by what others did It 
was recognized that this was after all the best policy from the 
standpoint of social welfare and that the spur of pnvate pio- 
|>erty was essential in ordei to stimulate the best efforts oi pri- 
vate enterprise into utilizing a limited supply of land in the 
most effective manner possible so as to meet the needs of a 
growing population There w-eie also several other social and 
political leasons foi slicnglhemng the rights oi private property 
in land. With the Industrial Bevolution other foi ins oi wealth 
came into prominence, and the scope of private property w^as 
extended to such things as coal-mines, factories, patents and 
copyrights, shares and bonds, in fact to all exchangeable things. 
At the same lime the nurnlicr ot possible property -owners was 
enlaiged In addition to tlie sovereign, the Church, the family, 
individuals (including women and children), joint-stock com- 
panies, trusts and other inbiitutions were also allowed to possess 
jinvate property. Thus today the field of cor|>orate property 
has become veiy extensive 

§8. Jlttributes of private property. — The following rights are 
implied m the concept of private pioperty (i) of use, (n) of 
gift, (ill) of disposition by contract, and (iv) of bequest. 

(i) The use or explmtation of private property was the 
earliest right to be leeogmzed, but is subject to the eminent 
domain of the State which has the power to acquire pnvate 
property for public purposes (e.g for laying out a lailway track 
or constructing public buildings), or to secure the workers' 
safety, etc. 

(u) The right of gift is now recognized as an extension 
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of thte rigiit of use. It is subject ia some countries to oertain 
old feudal restrictions^ 

(in) The owner of property has the right to dispose 0 / 
it by sailing, or mortgaging, or letting it. This right was not 
allowed so long as property was owned by the family as a 
whole, as is the case even now with regard to ancestral family 
property in India. 

(iv) The right of bequest^ i.e. the right to regulate by 
a will the succession to property after the owner’s death, has 
developed slowly. This again is defended on the ground that it 
is necessary for securing efficient production and for prevent- 
ing extravagance during the lifetime of the owner. The right 
of bequest by the testator and the right of inheritance by the 
survivors are fundamentally opposed. The modorn tendency 
has boon to ||^g n the right of bequest and curtail inheritance. 
In order thaFffie right of bequest should not be exercised to 
the detriment of the children, it is sometimes limited in their 
favour (as in France). In India it can be exercised only as 
regards self-acquired property and not ancestral property* 

§9. Inhepitance. — Inheritance ot property has been opposed 
on the following grounds : (i) It encourages idleness because it 
makes |x)ssible the ac(|iiisition ol wealth without having to la- 
bour for it. (ii) It undermines parental authority and leaves no 
scope for judicious distribution of property among the inheri- 
tors according to their needs and deseiiis. (iii) In India equal 
inheritance of landed pro|>6rty has led to the evil of excessive 
subdivision of holdings, (iv) It leads to and emphasizes inecjual- 
ity of wealth distribution. 

On the other side it is argued that the law of inheritance is 
based on the natural expectations of children or near relations 
for support. 

On balance, the right of bequest is more easily defensible 
than inheritance, though both need to be limited more or less 
m the general Bocial interest — inheritance needing more limita- 
tion than bequest. John Stuart Mill favoured limitation on 
the ground that the State is really a partner in private business. 
It provides security and protection and has therefore a just 
economic claim to property left f>y a deceased person. State 
appropriation of at least a pari of the property, on a progres- 
sive scale, especially in the case of the more distant relations, 
has been advocated in many countries. In England, there has 
been a great development of progressive inheritance taxes, and 
death duties ranging from 15% to 25% are levied by the State. 
00. Theories of private property.— What constitutes the basis 
of private property has been the subject of much controversy. 
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(i) The OGCupatimi (possemon) theory may explain the 
origin of the present legal title to certain form«> of property, 
but cannot be used as a justification of private projierty except 
in the case of imviously unoccupied or unutilized wealth. 

(ii) The mfural right theory regards private property as 
part of the law of nature, ‘Natural* or ‘inalienable’ rights are 
vague terms and on analysis fail to provide adequate grounds 
for private projfwty. Perhaps what is suggested is that private 
property is an indisixiiisable condition of full seif-reabzation ol 
the individual, and as such should be sanctioned by law. 

(lii) The labour theory. — The classical economists argued 
that every jHU-son had a right to the product of his own labour. 
This certainly apfiears plausible on economic grounds, for no 
one would exert himself to the best of his ability unless he 
Were assured of tlie fruits of his labour. But even this theory 
is not frefi from difiiculties. Jjand in its original condition is 
a free gift of nature and therefore the labour basis js not avail- 
able hero. In fact all material objects contain an element ol 
nature, and nothing is the result of labour alorii?. Tlien again 
inherited propert-y cannot be justified on the labour basis. Tnr- 
ther, under the complex modern system of division of labour, 
it IS impossible to separate ttu^ s])ecific f>r<'>dnce of the labour 
of a particular individual from the total value ol the product. 

(jv) The contract ham winch states that men have a 
right to ex{K‘ct fultilmont of the contracts made with them, 
has therefore been suggested. It is in a wa_\ only the modern 
development of the labour tluwy. Under the wage system men 
contract with each other for a certain payment in exchange for 
a certain amount of work. Contract then becomes the basis of 
distribution, and confers the same sanctity as was given by 
labour to the right of property in the result.^ 

(v) The legal theory. — Under this theory, it jb field that 
whatever is recognized as such by law is rigtitfully private pro- 
perty. Tins is not an economic basis. ‘The legal theory tells 
us what property is, not what it should be’ (Religman). 

(vj) The social utility or utiliiarian theory. — defenders 
of private proi.)erty nowadays rely mainly on the argument tluit 
it is a necessary instrument for securing the best utilization 
of natural resources. The gi^eatest j>ossible effort and enter- 
prise on the part of individuals will be forthcoming only if the 
inducement of private accumulation of wealth and projierty is 
held out. It is clear, however, that if we accept this basis, 
we must also accept certain limitations of private property sug- 
gested by the same consideration of ultimate social benefit. 

^ Todd, op. cit., p. 168. 



Thus it way not Iw socially desirable to leave everybody free 
to use bis property as lie likes, Prom this point of view, a 
cbeck on absentee landlordism may seem to be called for, as 
also on the process of subdivision of land. Private property 
rights in certain national assets like forests, mines and rail- 
ways must also be suitably limited. Private property in such 
things as highways and docks has by experience been proved 
to be highly undesirable. Similarly, it is no longer denied that 
property in human beings (slavery) is economically as well as 
morally to be condemned. Copyrights and patents may be ne- 
cessary, but the period for which they hold good must not be 
unduly long. All this, however, does not mean that the only 
way to prevent abuses of private property is to abolish it al- 
together.'- Such an extreme remedy is likely to be worse than 
the disease. In the meanwhile, through the progressive en- ‘ 
largement of the economic functions of the State, the manipu- 
lation of the taxation system, the provision of free, education 
and other facilities intended to eijualize opjxirtnnity for all, 
tlirough legislation in the shape of Factory Laws and Tenancy 
Laws, the principal abuses of private property are being in- 
creasingly brought under control. 

We shall now undertake a detailed treatment of the four 
main shares in the national dividend : rent, wages, interest and 
profits. 


Rent 

§11. Economic rent and contract rent. — In iiopular parlance 
the term ‘rent’ is used to mean a sum paid by one person to 
another for the lease of land. This contract rent, as it may be 
called, often mclude.s, besides economic or pure rent,’ other 
elements such as interest on capital invested by the landlord 
m his land and farm buildings, and charges of supervision. 
Moreover, influences, other than competition which is assumed 
In be the basis of economic rent, may affect contract rent. 
Thus rent actually paid may be more than the economic rent, 
c.g. when there is monopoly in land or when there are no alter- 
native occupations; or it may be loss because it is customary 
or because considerations of a philanthropic nature may influ- 
ence the landlord in dealing with his tenantry. 

§12. Preliminary analysis.— As a preliminary to an analysis 
of economic rent, it is desirable that we should remind our- 
selves of the wide sense which we attach m economics to 
'land’, the income from which we call ‘rent’. Land means'all 
those utilities which nature supplies free but in limited quanti- 

See |90. ‘ See §13, 
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ties. It is iiBportBEt to bear in miad the fact that iaad is Imut^ 
od ia qaaatity. If the demand for cloth increases, more cloth 
can be produced. And this can happen to an unlimited extent 
relatively to man’s power of consumption. Greater effort stimu- 
lated by a greater demand will call forth a greater supply. But 
this does not apply to land. No matter how much the demand 
may increase, its supply remains the same. Particularly is this 
the case in old countries like India where practically all the 
cultivable land is occupied,^ 

Besides being limited in quanliiy, land varies in quality. 
Some lands are more fertile than others. The most fertile lands 
are naturally the first to be occupied and cultivated. As |)opula- 
tion increases, however, recourse must be had to inferior lands, 
or the superior lands must be more intensively cultivated. 

As we shall see presently, tlie theory of rent, first clearly 
formulated by Eicardo, is based on the assumption that the 
more fertile lands are cultivated first. Carey, an American 
economist, objected to this assumption (and therefore to the 
theory which was based on it) that it was historically untrue. 
He argued that ‘in every quarter of the world cultivation has 
commenced on the sides of the lulls where the soil was poorest^ 
and where the natural advantages of fertility were the least’. 
But this objection loses its force, if the term ‘fertility’ is under- 
stood to include not only the physKial and chemical properties 
of the soil but also other elements such as accessibility. Land 
very rich so far as physical and chemical properties are con- 
cerned, may be situated in the midst of a jungle infested by 
wild animals and may be disease-ridden. Bo long as these 
handicaps remain, people will prefer other land even though 
it may be naturally less fertile. The most ‘fertile’ land, there- 
fore, me^ans the land wimii, in any given set of circumstances, 
is best adapted for cultivation and is calculated to yield, all 
things considered, the best return for the available capital and 
labour. In other words, we widen the conception of fertility 
BO as to include such elements as accessibility to markets, 
safety to health, and security. Fertility is relative to time, 
place and circumstances, and all that is necessary for our pur- 
pose is to recognise that, at any given time, taking into ac- 

^ It will be noticed that after asking the leader not to forget the wide sen^e 
in which the term ‘land’ is used m economics, we ^ro gradually sliding back 
to the more common meaning of the term. There is really no 'harm in doing 
this, because it will be foimd that although the exposition of the theory of 
rent is most easily understood with reference to land in the ordinary popular 
sense of the term, its application can be extended to an} other tlimg inchided 
in th*' wider signification of land. 
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cotiBt all circumstances, certain lands appeal* more desirable, 
aBd certain others lef^s desirable. It is not claimed that the 
grading of land in this manner, which is appropriate to one 
peno<i and set of circnmstances, will bold for all time and iB 
spite of any change in circumstances. 

§13. The Ricardian theory of rent, — Now we may proceed to 
state the theory of lent on, the lines of Eicardo. Ijet us sup- 
pose that the land in a given coimtr} tails into grades A, B 
and C; A being the most ieiiiJe, B less tertile, and C the least 
fertile. A will be cultivated first, and then when population 
increases and the demand for food with it, B will be brought 
under cultivation, and when there js a further increase in f)op- 
Illation, C Will also come under cultivation. Let us suppose 
that capital and labour worth Ks. 10,000 is sfx^nt on land be- 
longing to grade A and that the yield is 100,000 seers of wheat. 
More "vvheat is requiied for a growing jiopulation, so that gradu- 
ally capital and labour woilh another Es. 10,000 is employed 
on land of the B grade. This grade being inferior to i, the 
^leld IS only 80,000 seers The community grows further in 
numbers, and recjuires moic than the total of 180,000 seers 
leahzed from 4 and E, and therefore C is taken under cultivar 
tion and a furtlier dose of capital, sa>, another Es. 10,000- 
worth, IS applied to li C Ixung the worst grade of all three, 
the yield is now onh ">0,000 seers But according to our hypo- 
thesis this additional 00,000 seers is uigentl]^ leqmred Now 
all this wheat being ot Ihe same quality must sell at the same 
price, Possessois ol A would demand at least Ee. 1 for 10 
seers, thougli they would welcome any higher price than this, 
Siinilarlv, owners oi D would be prepaied to accept Ee 1 for 
8 seers, though, oi course, the}^ would also welcome any higher 
price that they could gel. Tlio minimum price which would 
suit groweis on C would be Ee 1 for 5 seers. It is obvious 
that out of these three fxissible prices the only one that will 
suit all the growers is the last This price is necessary if G is 
to remain continuously under cultivation. (And C must remain 
under cultivation; otherwise ihe demand of the community tor 
food IS not satisfied.) At the price of Ee. 1 for 5 seeis, all the 
expenses of production on land C will be just covered.* The 
owners would g(‘i the full value at current rates of the different 
kinds of effort employed (including wages of the ordinary la- 

^ The frill dent mnet not make the eommon mistake of supposing that it would 
not be profitable to cultivate (7, if the pnco is Ee. 1 for 15 seers It wotUd b© 
prohtable m the sense that labour, capital and organissaiion would all get their 
timtnal remuneration out of this price. But no uvcarntd surplus ovei and 
above this would be available, m m the case of tlie siipenor grades of land 
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bpr aad maii«^g 0 meBt pltia interest on the capital) amowlr 
mg to Ba. 10,000. At the xmiform price ot Be* 1 lor 6 seer^s 
B will reahs^e Rs, 16,000, that is Rs. 6,000 more than C. 4 
will reatee Rs. 20,000, that is Rs. 10,000 more than € In 
this example, C is the worst land in nse It is called imrginal 
land or land of marginal fertility. Lands B and A are above 
the margin and are called super-marginal lands. C yields just 
enough to cover all expenses and no siirplos or rent It is also 
known as the no-rent land 

A surplus or rent is obtained on B and A The rent on 
B may be expressed either as 30,000 seers of wheat (80,000 
minus 50,000 --30,000), or as Rs 6,000 (ibat is the value of 

30.000 seers at the niaiket rate) The rent on A is 50,000 seers 
of wheat (100, (X)0 imnus 50,000-50,000), or Rs 10,000 (that 
IS the market value of this extra 50,000 seers) Rent on the 
superior lands is thus measured from the marginal or no-rent 
land upwards. It expresses the diffcrentml advantage of the 
superior lands over the marginal land Jtent is also an un^ 
earned surplus or an unearnul inoement, as it xs sometimes 
called. It does not represent the reward to any special kind 
of effort or capacity The lands A, R, C are assumed to be 
cultivated in the same manner and with e(|ijal efficiency A 
and R, however, being super loi in fertility, jield a surplus over 
C The same truth is expressed by saying tliat leni arises from 
the operation of the Law of Dtimmshtnq Hclunu 

Man’s desue for more and moie lood compels him to resort 
to worse and «!till woise lands This is the same thing as say- 
ing that the leturns to successive doses of capital and labour 
go on dmumshmg As we have seen, the Law ot Diminishing 
Returns has an extensive asjiect, and up to tlie present our 
exposition of the tbcoiy of rent has had lefeience to this ex- 
tensive aspect However, rent can also be seen to follow from 
the Law of Diminishing Returns in its intensive asjiect If 
more wheat is wanted we have to pass on fiorn the superior 
to the inferior land. But another way is to cultivate tlie same 
land more and more intensively Tims, in the above example, 
instead of fresh doses of Rs 10,00(Kw()rth of labour and capi- 
tal being applied to progressive^ inferior lands, we may sup- 
pose them to be applied to the same (superior) land. Then the 
first Rs. 10,000 applied to A yields 100,000 seers, the next Rs. 

10.000 yields 80,000 seers, and the third dose of Rs 10,000 
yields 50,000 seers. Here again the price must be uniform 
and it must be 6 seers per rupee; otherwise why should the 
farmer proceed with the cultivation at progressively increas- 
ing expense? Here the third Rs 30,000 is designated the mar- 
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gwl of capital aod labooi* As compared With this, a 
smpius IS realized on the first and second dosea^ and this 
plus m rent. The above reasoning is illustrated in Fig* 17. 



Fig 17 — Diagram Tixustrating how Rent arises 
PROM iHE Operation of tht* Law of Diminishing Returns 

The rectangles I, II, and III represent the yield respective- 
ly to the first, second and third application ol capital and labour 
worth Ks 10,(K)(), either to different lands A, B, C m decreas- 
ing order of fertility, or intensively to the same land 4, each 
succeeding dose of capital and labour yielding a smaller return 
than the previous one The shaded portions of the rectangles 
I and IT represent tlie lent or surplus produce on lands A and 
B, or on the first two doses applied to land A Land C, or 
the third dose applied to land 4, does not }ield any rent. 

§14 Reiit does not enter Into price*— This should not be ditB- 
cult to understand, if we lemembei that the pnce is deter- 
mined by the cost of production of the marginal land, and that 
marginal land is no-ient land In the example we have used 
above, we saw how the price was Re 1 tor 5 seers, because the 
expenses of production on marginal land C were Rs 10,000 
for 50,000 seers of wheat; Rs. 10,000 heie included wages, 
interest and profit but not rent The demand of the cnmrmin- 
ity could not be satisfied without bimgmg C undex cultivation, 
and C could not be brought under eultivalion unless the price 
was such as covered its cost of production This price, however, 
IS more than necessary to cover the cost of production m lands 
A and B and this excess emerges as rent in the case of these 
lands above the margin. Rent u a ptice-diUtmtned Mirplm; 
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it floes not itself detetmine the |rice. It is the resnlt, not the 
oanse, of prioe. As Ricardo puts it : ‘Corn is not hi^ because 
a rent is paid, but rent is paid because corn is high/ Suppo^ 
ing no rent is actually paid for lands of grades A and B, this 
would simply mean that the surplus would accrue to the tenants 
instead of to the landlords. But it would not make any differ- 
ence to the pnce, which is regulated by the expenses of pro- 
duction on the marginal land. 

§15. Exceptions. — The relation between rent and price as dis-* 
cussed above holds good only of pure economic differential tent, 
which is BO called because it measures the difference between 
marginal land and land above the margin. There is, hov)eveT, 
a variety called scarcity rent and this does enter into price. De- 
mand for land may become so intense that the farmer may 
have to pay rent even for the worst land. But he is in a posi- 
tion to compensate himself by charging a higher price. The 
greater intensity of demand means the greater ability or will- 
ingness of the consumers to pay a higher price. 

Again, if land is diverted from use lo another, rent 
arising in connexion with the firsi use may form part of the 
price in the second tise. Suppose land used for wheat is re- 
quired for cotton. In our example, land B earned some rent. 
Suppose a farmer wants to raise cotton on it. He will in that 
case have to pay the landlord a^t least as much rent as B was 
earning when it was being used for wheat, aKliough for cotton 
i< rniglit rank as the worst or the marginal land. As we saw,^ 
the grading for wheat in order of fertility or productivity was : 

A B C 

The order for cotton might be : 

X Y B 

X and Y, let us supjxise, are suj)erior lands which are al- 
ready under cotton. Now B is also taken up for cotton; and 
happens to be the worst land in use for that purpose. So the 
price of cotton will be influenced by the rent paid for B in its 
use for wheat. 

Lastly, as in India, the Government may levy rent (ass- 
essment) on every bit of land in use m a country, whether it 
IS good or bad. The rent thus levied on marginal lands mmt 
enter into price. It might, however, be pointed out that the 
term rent here is not used m the strict economic sense. In 
reality it is just a tax, and there is nothing differential about it. 
§16. Rent and economic progress. — As economic rent depends 
on price, it follows that if the price rises, rent will rise; and 
if the price falls, rent will fall. A rise of price may be brought 
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about by an increase of demand, so that while additional capi- 
tal and labour will be applied the yield will diminish {the tnai’- 
gin of cultivation will be pustied forward, i.e, infWior land will 
come into use or less will be realized from further applications 
of productive effort to the same land). A rise of price may 
also be caused by production becoming more difficult or more 
costly. A fall in price, on the other hand, may be caused by 
fall in demand and therefore the recession of the margin of 
cultivation, or by an improvement m the arts of production. 
Economic progress will lead to rise in rents in so far as it means 
increase of population and increase of demand. It will lead 
to a fall in rents in so far as it is attended with improvements 
in the arts of production. 

Bents in an old country may fall as a result of virgin lands 
in new countries being brought under cultivation. This hap- 
{lened in England wliep new sources of supply became avail- 
able and cheap corn began to be imported from tlie United 
States. The margin receded in England as, owing to the fall 
of prices, the less fertile lands ceased to be employed for 
growing wheat. It is conceivable that a similar phenomenon 
will show itself in India as a result of competition from imparts 
of wheat from a country like Australia. 

§17. Other applications of the theory of rent.— Having ex- 
plained the theory of rent with reference to agricultural land, 
it remains briefly to indicate its applications to other natural 
lesources. It is a matter of common knowledge that business 
piemises on central sites in an industrial and commercial city 
command high rents which dimmish as the premises are situa- 
ted farther and iarilier away from the centre. Here the near- 
ness to the central locality corresjionds to fertility, liecause 
nearness confers many advantages, such as ability to attract the 
l<irgest number of customers. The buildings further removed 
from the centie are like the less fertile lands As the demand 
for business premises increases, less and less favourably situa- 
ted buildings are occupied; or alternatively more and more 
stories may be built on the same spot. But this means greater 
exptmse and smaller sak‘8, as people will naturally buy on the 
ground floor by preference and comparatively few will take 
the trouble of visiting shops on the upper stones. Building 
more and more stories is thus analogous h> working the same 
land more and more intensively.^ 

§18, Bsnt of ability. — An interesting parallel to economic rent 
emerges when we compare the difference in eamingB as between 

^ The f3tua©i5t should work out tor himself similiir aualogiee with reference to 
mmes, fisheries, etc. 
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cJm man an4 anothet, whefch^ in business or in any <rf tbe 
professions, owing to difference in inborn ability. In so fat 
as the difference in ability is due to nature, the larger earnini^ 
of the man with superior brains are to be compared with the 
higher rents of the more fertile lands. The surplus earnings 
due to greater innate capacity are sometimes referred to as 
tent of ability, 

§19* Qnasi-Bent. — We saw above that economic rent arises 
because the supply of land is not variable according to demand. 
This inability to vary supply according to demand may, how- 
ever, be experienced in the case of other factors of production 
also, and so long as it lasts, the yield from them, instead of de- 
termining price, is dependent on the current price, like econo- 
mic rent. Thus an individual employer may introduce a new 
method or a new machine, the effect of which is a consider- 
able lowering of hie costs as compared to the costs of other 
employers. When the other employers notice this and follow 
suit there will be a general fall in the cost of production, which 
will ultimately bring the price down. This process, however, 
takes time, and in the meanwhile our pioneer employer will 
earn an exceptional profit — in excess of the normal profit. 
These tempofary high earnings arising on account of imper- 
fect elasticity of supply have been given the name ‘quasi- 
rent’ by Marshall. It is easy to see that m a dynamic society 
quasi-rent understood in this sense must constantly emerge 
and vanish. Owing to the protection given to the sugar-manu- 
facturing industry m India, the number of t]}ese manufactur- 
ing establishments has grown rapidly, creating a demand for 
sugar technologists. For some time, therefore, those trained 
as technologists will reap higher rewards tlian those earned by 
men of similar ability and attainments in other lines. But this 
can last only until, attracted by the relatively higlier earnings, 
more men qualify as technologists, and the additional supply 
will eventually bring down the level of earnings to normal. 
Just as there may be a temporary shortage of supply, there 
may also occur a temporary superfluity of supply in relation 
to demand. A machine may become out-of-date. But it may 
not be practicable to scrap it at once and subvstitute the new 
machine. In the meanwhile, the yield Irom the old machine 
may dwindle below normal. A similar fate may overtake the 
earnings of a profession which has become overstocked. If 
lawyers as a class are earning less than doctors, this may |)os- 
sibly decrease the number of people trained as lawyers amongst 
the next generation. But jiending the adjustment, the average 
remuneration in the legal profession will be subnormal and is 
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df the mttar^^ of quasi-rout** QuasWent m so ealW hmmm 
altbotigti like rent it is diffetenUalf unlike rent it }b not petm^- 
ent 

§20. Are lyent-recolvers social parasites?— According to the 
analysis of economic rent given above, it is a surplas over 
and above the normal returns to all the factors of production 
employed* That is why it is called an cinearned increment- 
If it is admittedly unearned, why should society tolerate it? 
Why should the benefit of what is unearned accrue to indi- 
viduals instead of to society in general ? It is this line of rea- 
soning which makes socialists press for nationalization of all 
land or, failing that, the appropriation by the State of the full 
economic rent. However, if we reanember the wide meaning 
attached to the term ‘land* and also that, as explained in the ^ 
previous section, something of the nature of rent (quasi-rent) 
is constantly arising in connexion with other factors of pro^ 
duction, nationalization w^ould logically lead to the virtual 
extinction of all private property. As regards the complete 
appropriation of economic rent by the State, in theory this 
is entirely unobjectionable. But in practice we have to set 
about this business very warily and cautiously, because what 
is nominally called rent may actually contain other elements, 
i.e. interest and profits. In any given case it is often ex- 
tremely difficult, if not impossible, to dissociate economic rent 
from the other element s (which are earned, and therefore 
cannot be appropriated without injuring production). In some 
cases the whole of what the landlord receives may be made 
up of other elements than rent. For example, he may have 
purchased the land and the capitalized value of the economic 
rent may have been included in the price paid to the original 
owner. Where land is tlms constantly changing hands, the 
pursuit of economic rent for appropriation by the State be- 
comes a very elusive affair. Injustice is also involved in tax- 
ing unearned surpluses only in the ease of land and exempting 
other unearned incomes. In saying all this we are not sug- 
gesting that any action by the State in the direction suggest- 
ed by the socialists is bound to be futile or unjust. Sometimes 
unearned increment may arise in such unmistakable form that 

^ liv the first ediOon of this book we suggested that m this case the 
rent would ba a negative quantity. Although, in view of the differential 
(Character of rent, w© consider this interpretation as valid and logical it is not 
MarshalTs own interpretation, Marshall understood l>\ quasi-rent the mMe 
earning of a piece of fixed capital. We are much obliged to Mr B. A. 0. 
Bobinson, Assistant Editor of the Economic Jomnah for pointing this put 
to U 0 . 
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tltee need be no liesitation on the part of the State in appro- 
pnat:in^ it Such cases often arise in crowded cities when sites 
suddenly go up in value unexpectedly and without the owners 
doing anything to add to their value Even here, howe?er, the 
question arises whether some of the owners who were more 
than usually shrewd had not intelligently anticipated deve- 
lopments and deliberately acquired the sites m the expectation 
of profiting by the transaction If so, is it etimtable to rob 
them of the legitimate rewards ot their superior foresight, 
and 18 it not to tlie ultimate benefit of society to encourage 
such superior intelligence and foiesight? Similarly in the mat- 
ter of nationalization there may be cases where appropriation 
IS clearly indicated in the larger interests of societv But 
more harm than good will result from trying to nationalize all 
natural resources Ultimately the whole argument wull be seen 
to turn lound the question whether or not we desire to mam- 
tam m its essentials the present individnaUstic older ot socieh 
based on piivate prox>erl\ 


SIjMMABI 

The problem of duinhution rcquiieb an an«\vw to the folios ing three qne^ 
Horn (i) How much is ineie to be (iiatnbutfcd? (ii) Among what lartors is 
It disUibultd (ill) On what piinciple<i is it distribnlerP 

Ibe answer to i) ibat the aggrigatt ol goods and sfi\j es piodiiced in 
a ^ear minus the cost ot iiplactment and nncwal of (.apital is wbit is avail 
able for disfiibiition 

Tho answer to (u) is Land (lent) laboui (wages) capital (interest) and 
organization (piofits) 

Theanswti to (in) can be gmii on tho lines of the general theor^y of value 
by saying that each laitoi tends to get a share leprtsenting its marginal effi- 
ciency The problem of distribution howcvei cannot entirely be merged in 
the general theory of xalm For example certain pecuhanties of the factors 
of production, such as laud and labour, lequne and rcreivo s^xHial discussion 
Under distribution 

Under our piesent system ordmauh the uwaid to ibe faclois of piodiu 
tion tirst takes tho form ot monc> which is subHcqucnily exchanged by the 
recipients for such of the available goods and servues as they require Dietri 
bution depends on a senes of baigains which those who oiganire industry or 
business enter into with the suppliers of land laboni and capital respectively 
Pajment may in some cases be in advance of production But it ntveithelfss 
comes out of production because d would not be made unless it were expected 
to create assets to justify it 

Private property which is at the foundation of distribution has evolved 
very gradually through the ceutunes and its scope has greatly extended since 
the Industrial B evolution The concept of private property implies the right of 
use^ of gift, of bequest, of disposition by contract and of unlimited acquisition 
(i) The right of use is bub|pct to the right of the Htate fo compulsory 
acquisition for certain public purposes 
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(ii) 1?he right of gift is merely an extension of the right of nee. 

(m) The right of disf>o 0 iticm is oi comparatively recent (levelopmeiit and 
did not exist so long as property was owned by the family as a whole. 

(iv) The right of heqnest ife really m opposition to the right of inherit- 
anee. The modem tendency is to limit both these rights — especially the r^ht 
of mhentance— by taxation and otherwise, in the interests of society and 
social justice 

There are many suggested justifications for the institution ol private pro* 
peitv However the only basis nowadays recognized as valid is thal of ‘social 
utility’. But tb© acceptance of the test of social utility also involves acquies- 
cence m various limitations of private property, if these are shown to be 
necessary m the public mt crest 

Bfnt 

ELonormo rent should bt distinguished from contract lent actually paid for 
the lease of land by tenant <o landlord The lattei often mcludes other elem- 
ents such as interest on capital, and may be influenced by monopoly custom 
and philanthropy. 

The theory of (economic) rent is best illustiated with reference to land 
At any given time landb are graded into more paying and less paying. We 
fiiflt employ the better lands, and when more of the product \h required, we ob- 
tain it in one of two wavs fi) either by working the same land more mten- 
f>ively, or (ii) by having recouise to inferior lands In eitbei case the return 
fot a given outlay of rapilal and labour goes on decreasing, or m other words 
the cost of production got a on mireasmg The price obtained must be such 
as to fovei the highest cost Otlurwise it would not b© incurred It must 
lovor the cost ot ciillivalion at the margin (extensive or intensive) When 
tiu pn<e obtained is higlur than is needed to cover the costs in connexion 
with the einplovnent of capital and labour, a sui plus which is called rent i$ 
left above the margin So much the landlord can exact fioiri a tenant without 
tiMirhing on the tenant s legitimate profits or remuneration If he succeeds 
in extiacting more, it is called ‘rack rentmg’ If he takes less, then the rent 

to that extent enjoyed by the tenant 

The least profitable land in use is called the marginal or no-reni land. 
Kent IS said to b© something difft rential beeauho it measures tho difl[erence 
laMwecn income from tho marginal land and that from the lands above the 
margin Bang th r(^all of rent cannot be one of the compo- 

nent elements of pine There aie a few apparent exceptions to this, namely, 
(i) scarcity rent, (n) rent of land in one use when diverted to another use, 
(m) any tax (like tho land revenue which is sometimes desinbed as rent paid 
to the State) levied on all lands good or bad— all these do a fleet price But 
these exceptions ate onl) appaienl because all those elements entering mto 
price are m reality not econoimo rent although they may be called by the 
name ‘rent’. Kionomic rent by its ver\ analysis is shown to be a pnne- 
deiermmed and not a price-determmng factor Economic rent must not b© 
confused with the amount that may be actually paid to a landlord by a tenant, 
because this maj bo either above oi below the true economic rent, a« hmtod 
above The payment may also include such charges as interest on th6 capital 
invested by tho landlord and so on These items must be deducted from the 
gross rent m order to arrive at th© net rent » 
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Ad ecemomic rcdt 4^iends cm pnce, at Mhw ttMt if Ite pti<» tim, 

'wil! ris)^; and if ik& price falls, rent ^11 fall Boonmk pn>gfm$ will lead 
to rise in rents m so far as it means increase of population and increase 
dciOand. It will lead to a fall in rents in so far as it is attended by improve* 
meats in the arts of prodnction Eente in an old country may fall as a resnlt 
of Virgin lands m new countnes being brought under cultivation. 

The theory of rent can be shown to apply to other natural resources hfco 
mtmsst fisheries, hmidifig-hites, etc. As lands differ from one another in point 
of fnrtihty so men differ in point of ability The larger earnings of the more 
capable man as compared with the eamuigs of the less capable man contain 
an element of rent which may be called rent of ahihty. Temporary surpluses 
of the character of rent arise because, although the supply of other factors 
of production is not invariable like that of land, it is unchangeable for short 
periods. The name qvAsurent has been given to these surpluses. 

It IS tarue that economic rent proper is not earned by those who receive it. 
But receipts called rent popularly do not always consist of pure economic rent 
and nothing else. Separating economic rent from the other elements with 
which it IS generally mingled presents great practical difficulties. For can 
nationalization of land be a solution, until we have decided the major ques- 
tion as to whether or not we wnsh to retain in eubstance our present order of 
society. 
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DISTRIBUTION : WAGES 

§1, The pjoblem. — The wages problem niay conveni- 

ently be dealt' with under the following headings : 

(i) Definition and scope of wages. 

(iiV Methods of remuneration : time and piece wages. 

(iii) Peculiarities in the action of demand and supply with 
regard to labour. 

(iv) The theorj of wages considered in its two aspects : 
(a) Belative wages; (b) General wages. 

§2. Definition and scope of wages. — Wages are the rcmunem- 
tion of labour as a factor of production, or the share which la- 
bour is entitled to receive from the national dividend. Com- 
monly by ‘wages' w^e understand the remuneration of hired 
labour. Strictly speaking, however, wages must be regarded 
as the remuneration of labour whether hired or not. Even in- 
dependent workers like j^yeasant proprietors and handicraftsmen 
receive wages. Those form part of their total returns, although 
mixed with what they receive as interest on capital and as pro- 
fits for the labour of organization, etc. On the same reasoning, 
the earmngs of professional men like hamsters and doctors 
partly consist of wages. 

§3. Methods of remuneration. — ^There are two principal meth- 
ods of paying wages. 

(i) Time wages or time earnings arc a fixed payment 
which a pc^rson gets for labour in any given unit of time, say, 
per hour, {)er week, per fortnight, per month, per year. Wages 
in this case are determined by the time during which the work- 
er is occupied. Tlie output due to the labourer is not measured 
for calculating the wages earned. In the Bombay cotton mills 
wages are paid once a month, and in Ahmedabad once fort- 
night. Salaried oflicers in public and private employment gen- 
erally receive wages on a monthly basis. Casual workers are 
paid daily wages. Farm labourers are sometimes paid on a 
yearly basis in India. 

(ii) Piece wages or piece-work earnings , — Under the sys- 
tem of piece-work a person receives wages according to the 
results of his work, at certain fixed rates per unit of output, 
irrespective of the time taken by him. For instance, weavers 
in Bombay mills usually receive piece-work wages. Handlocmi 
weavers also generally receive piece-work wages when yarn is 
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Btipplied to them by outside capitalists. Time-work mi piece- 
work wages, however, are not entirely um*elated to each other* 
JSveo when |)ayment is by time, it is generally understood 
that a certain mmimtun quantity of work is to be turned out 
during the time/ taken as the unit; similarly, ^ where payment 
IS by output, it IS understood that the given piece of work 
should be completed within a reasonable time. 

The method of paymg time-wages is the older of the two 
methods and is readily understood by alL It is certain and regu- 
lar IB its woikmg and is particularly suitable in those trades 
where the work done cannot be accurately measured, as m the 
work of supervision or repairs. The {xrineipal defect of the 
system is a tendency to slackness on the part of the workers, 
as there is no special incentive to woik hard. Under the sys- 
tem of payment by resultb, a good workman can hope to earn 
higher wages by showing greatei ctficieriey. The system of 
piece-work wages is nowadays being increasingly applied, mak- 
ing possible a more accurate estimate ot the cost ot labour by 
the employer. The mam detect ot the system m the tendency 
on the part ot the worker to do detective woj’k in older to in- 
crease his output and thus earn high wages. Where, liowever, 
methods of production are standardized, as m the textile trade, 
the system ot piece-woik wages can be used to advantage 
Othei detects ot this system are that it is apt to give rise to 
a feeling of jealousy among the workers and a certain degree 
of irregularity in the earnings.^ 

§4. Peculiarities of demand and supply with regard to labour. 

— As Marshall points out, certain jxjculiarities ot labour on the 
demand as well as the suyiply side distinguish it from ordinary 
commodities and prevent a (*omplcte identification of the theory 
ot wages witli the theory ot value. 

(]) The fiist peculiarity m that the worker sells his work 
but retains property in himselt; therefore, those who beai the 
expenses of rearing and training hmi leceive but very little of 
the price that is paid for his service in later years. In the pro- 
duction ot material goods, whoever incurs the expenses of pro- 
duction gets hiB return through the price obtained tor them. 
Thus, the investment of capital in the rearing and early train- 
ing of workers is Imiited not only by the means and the fore- 
sight ot the parents, but also by their unselfishness. The 
children of wage-earners have generally to go without any 
special training dunng their eVly years, because the means of 
the parents are inadequate as are also their ability to realize, 

* Profit-Bitarmg, already discusfeed in ch, vni, §10, may be regarded aa one of 
tb© methods of rejntmerating workers. 
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the fciture u^ivmthgm of Bueh training and their willingness to 
sacrifice their own immediate interests to the ultimate interests 
of their children. This evil is cumulative and the decline in 
efficiency will be progressive from generation to generation. 

(li) The second peculiarity arises from the fact that k-^ 
hour is inseparable from th© labourer. The seller of labour must 
deliver it liimseif. Mobility of labour and mobility of labourer 
are thus convertible terns. The seller of a commodity is not 
in this way inseparable from the commodity and the destination 
of the commodity. For this reason the influence of surround- 
ings and asscxjiates on the ciiaracter and strength of th© worker 
became questions of great importance. Certain kinds of wmrk 
may do great injury to the health and character of the worker. 

(lu and iv) The third peculiarity is that labour cannot be 
stored or lield up. Commodities can be held up by the produ- 
cer, who may prefer to wait for more favourable prices. But 
a labourer cannot thus reserve Ins labour power. The time 
during which bo remains idle is irrevocaibly lost. From this 
follows the fourth peculiarity, that the seller of labour is at a 
disadvantage in bargauung with the employer. 

(v) Lastly, the growth of new supplies of labour is slow 
because of the time that is required to prepare and train la- 
bour. This applies })artjcularly to skilled labour. The difficulty 
of adjusting supply of labour to demand ior it is also due to 
the immobility of labour. Earnings in one kind of employ- 
ment may be iiigher than m another. Nevertheless those who 
are already m a given employment tend to stick to it. The re- 
lative decline or increase in earnings in a particular occupa- 
tion may aftect the future supply of labour by a smaller or 
larger number oi boys being trained for it. For the time being 
the su]>p]y available for each occupation is practically unalter- 
able. Thus increase as well as reduction in the available sup- 
plies of labour is a slow process and often aggravates unemploy- 
ment. The result is that the supply of labour in a trade iia any 
one generation tends to conform to its earnings not in timt but 
in the preceding generation. 

A-lthough we sjx^ak of a labour market where labour is 
bought and sold, as we speak of a market for a commodity, 
there are imiioiiant differences between the two which must be 
borne in mind in expounding the theory of general wages, 

Theori^ op Wages 
A, Relative Wages 

§5. Nominal and i?eal wages* — Wages are not the same in dif- 
ferent occupatioAs. A High Court Judge, for example, receives 



j0f much higher t)xm a 0 lerk, or a factory worker. The 
Mtiaea of these differenodB fall infco two classes : (A) those dif- 
htmem that tend to equalise the net advaatages of differatit 
occupatioBs, and (B) those differences of wages that cannot 
thus be explained. 

(A) We shall first consider the distinction between nomin- 
al and real wages. If we merely consider the reward of la- 
bour that is received in the form of money, we are thinking of 
nominal wages. Keal wages, on the other hand, refer to the 
income of the wnrker in terms of real benefit, (a) To arrive at 
real wages we must first of all consider the purchasing power 
of fwomy. It IS easy to see that the real benefit to the worker 
depends not on the money he receives but on the amount of 
goods and services he can purchase with it. A rise or fall in 
the price level, especially as regards the goods consumed by 
the working classes, is clearly significant Irom the point of 
view of the workers' welfare, and have already explained 
how real wages are found by comparing ilie index numbers of 
prices (or of the cost of living of the working classes) to the 
index numbers of nominal w'ages.^ The cost of living is now 
(September 1943) increasing owing to a sharp rise ni prices; 
and although nominal wages have also increased, real wages 
have declined as the rise m prices is greater than ihe rise in 
the nominal wages. Before the present war, on the oilier hand, 
the fail in tlie price level and tlie cost of hv3ng being gj eater 
than in the nominal wages, real wages of labour in general in- 
creased (tl)ough the volume of employrneiit diminished owing 
to the depression). 

ib) Secondly, we must make allowance for any other 
benefits received by the worker, such as free boarding and 
lodging (e.g. in the case of domestic servants) or the right 
of gracing in the case of farm labourers, or the pensions re- 
ceived by public officials. 

Even after making all these allowances we shall find that 
the wages in the various occupations differ. The following are 
some of the factors which account for the variations* 

(c) Trade expenses, — Trade expenses are high in some 
occupations* In others there rhay be no trade expenses or they 
may be comparatively moderate. The carpenter working on 
his own account must spend on tools, the barrister must main- 
tain an establishment ! The factory worker, on the other hand, 
has generally no such expenses. 

id) Expenses of preparation ^—OcoviiMtiom which require 
a long and expensive training (e.g. medicine) will get compara- 

^ Se® «*. X, § 28 . 
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^ tireiy bigber rewards, m without theiu the necessary expense 
and trouble wouM not be incurred. 

(^) Uncertainty of mecese.-^A. higher speculative reward 
may really be equivalent to a smaller but certain reward. Some 
people are attracted by the possibility of very high earnings. 
Others are attracted by a modest but certain income. THs is 
a matter of personal idjosyncrasy. It is probably true that ut^er- 
age profits in business are remarkably low because many peo- 
ple who enter into it think only of the few striking successes 
and not of the many failures. 

(/) Irregulanty of employment. — The employment of la- 
bour is seasonal in some trades (agriculture, building) and ir- 
regular in others (dockyards, fishing). In such eases the high 
wages during the j>eriod of activity are due to the fact that there 
18 no work for part of the year. The average wage for the year, 
however, is not higher tlian in the cases where employment is 
steady and continuous (e.g. m textile mills, railways). 

(g) Opportunities of tWpplementary earnings. — These 
must also be considered, especially if we regaid the family as 
the wage-earning unit. For example, in agriculture, there is 
scope for employment of women and children us well as adult 
males and, therefore, the wages of the latter are smaller than 
those, e.g. ol dockyard workers, who have no t‘omparable op- 
|)oriunities for adding to the family income. 

{h) Strain of work. — The higher remuneration in some 
trades (e.g. metal casting and metal grinding) jb due to the spe- 
cially cxiiausting character of the work 

ii) Inndenfal advantages and disadvantagch. — At least a 
partial explanation of differences in wages is afforded by the 
consideration that some oc(Hii>ations are naturally liealthy and 
others must necessarily have a prejudicial eflect on tlie physique 
of the w’^orkers. Tiie miner working underground is naturally 
at a disadvantage as compared to the farm labourer working 
in the open air. Again, Hometimes it is a question of social sta- 
tus. The so-called soft-handed occupations generally enjoy a 
higlier status and attract a large number of people even when 
the wages in the manual oi'cupations may be higher. 

The above discussion will have made it clear that in exim- 
paring the real wages in different occupations we have to con- 
sider various other factors besides nominal wages. Thus only 
can we get an idea of the ‘net advantages’ of different occupa- 
tions, 

(B) It must not, however, be supposed that equal net ad- 
vantages alwayi mean equal wages. We must remember that 
even in advanced countries the choice of occupation is not en- 
1—19 
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Urtly free, and that mobility of labour from one oeoupation to 
another is far from perfect. Owing to the great inequalities in 
wealth-distribution and other hindrances, equality of opportu- 
nity still remains an aspiration rather than an achievement. 
As" Taussig points out, society is thus divided into a number 
of non-competing groups, and wages are not wholly determined 
by ‘net advantage'. This applies particularly to a conservative 
and caste-ridden country like India. 

§6. of women. — Women’s wages are generally lower 

than men’s because of their lower physical strength, inferior 
training and efficiency, restricted choice of career, and preoccu- 
pation with domestic duties. Moreover, women workers as a 
rule have ordinarily only themselves to sup|X)rt and often in- 
deed they are tliemselves partially supported by others.^ Again, 
women generally possess less bargaining power, not only be- 
cause their choice of occupation is more limited than men’s, 
but also because they are rarely so well organized as men. One 
of the results of the war has been to throw open to women a 
large number of occupations that were formerly closed to them. 

B, General Wages 

J7. The Subsistence Theory of Wages.— So far we have ex- 
plained relative wages, or causes of differences in wages in dif- 
ferent occupations. We will now consider the cauHCS which 
affect the general rate of w^agee or causes which determine the 
share of labour as a factor of production. 

The subsistence theory, also called the Iron Law of Wages, 
first propounded by the Physiocrats, states that, jusf as the 
normal value of a commodity under free competition is deter- 
mined by its cost of production, so the value of tlie commodity, 
labour, is determined by its cost of production, i.e. the mini- 
mum subsistence expenses required for the support of the la- 
bourer and that of his family in order to ensure a continuous 
supply of labour. If wages exceeded this minimum, population 
would increase and with it the supply of labour, until wages 
were again at bEre subsistence level, If, on the other hand, 
wages fell below the level there would be a reduction in popu- 
lation and therefore in the supply of labour, until wages were 
again raised to the subsistence limit. Thus this theory came 
to be bound up with the Malthusian doctrine of over-popula- 
tion. Lassalle used the subsistence theory in support of the 

’ Eecent inveetigations in England, however, tend to show that the number of 
women workers with dependants ia far larger than is usually supposed. Also 
quite a large proportion of the male workers are bachelors or widowers with- 
out dependants. 
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socialistic contention that xindet ca}>italisiii wages coilld not go 
higher than the Biibsistence level, the employers appropriating 
the whole of the surplus product created by labopr. He gave 
a new title to the tl^eoij, namely, the Iron oi Brazen Law of 
Wages, because of the supposed absolute rigidity of wages. 
This theory is no longer accepted because we now know by ex- 
|>6rience that a rise in wages is not necessarily cancelled by 
an increase m population. Borne of it may be absorbed by a 
higher standard of life being established which will power- 
fully influence the rate of wages in luture. Again, it is quite 
possible that by Trade Union action labourers may at least 
temfioranly obtain wages higher than the subsistence level. 

On the other hand, when starvation is the only alternative, 
wages below subsistence level may be accejited by the w^orkers. 
Adam Smith, who assents to the subsistence theory, himself 
asserts that employers will give no higher wages than Iheir 
present interests compel them. Dunng the last hundred years 
or so, real wages have undoubtedly increased in the progres- 
sive countries of the west and ha\e placed not only necessaries 
for efficiency but also not a few comforts and even luxuries 
at the command ot the working classes. Tn the modern state- 
ment of the wages problem the subsistence tlieory is trans- 
formed into the standard of comfort iheory, wages being re- 
garded as determined by the standard of living of the particu- 
lar class to which a labourer belongs. Tins is, however, an 
abandonment ot the subsistence theory ratlier than an amend- 
ment of it. Even in tins form the theory is not free from diffi- 
culties. The conception of a living wage is very elastic and 
varies considerably even as regards workers in similar occupa- 
tions. Morexiver, the labourer cannot alwavs stick to his stan- 
dard of life when he has to choose between a lower standard 
and starvation. Further, if we regarded the slandard of life 
as the cause and wages as the effect, it would follow that the 
lalxiurer has only to adoj)t a high standard of living to secure 
high wages. Obviously this is not possible unless his efficiency 
IS so increased as to admit of the high wages. Tn short, the 
fundamental defect of the theory is that it restricts itself to 
the supply side of the wages problem, ignoring altogether the 
demand side. The cost price of labour is only a factor indir- 
ectly detennining the value of labour, the more positive factor 
in this case — as in that of the general theory of value— being 
the demand factor. 

The subsist euee theory, however, does contain an element 
of truth. It rightly points out that wages cannot for long fall 
below a certain minimum limit if the supply of labour is to he 
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fitwntained. S'urther, conditions may Bometimes arise tinder 
^ whieii wages are largely determined by the mere level of sub- 
sistence, as in India at present. 

|8. The Wages Fund Theory. — ^This theory applies the demand 
and supply theory of value to wages. It is an improvement 
over the subsistence theory m so far as it allows for the factor 
of demand which, as wo saw, was neglected by the earlier 
theory. According to this theory, at any given time a certain 
wages fund is available, i.e. a determinate amount of capital 
is unconditionally destined for the payment of labour. fThere is 
similarly a determinate number of labourers who must work, 
whatever the wages. The wages fund divided by the number 
ot workers gives us the level of wages. Tlie wages fund thus 
constitutes the demand for labour, and the working iiopulation 
the supply of labour, and the former is distributed among the 
latter solely under the rule of competition. A natural corollary 
of this theory is that wages can rise only under two condi- 
tions : either the labourers must restrict their numbers, or the 
wages fund must increase. The latter is not controlled by the 
w'orkers. The lot of the workers thereiore depends on their 
numbers. Those who, like Mill, while advocating the wages 
tund theory also believed in the Malthusian theory of popula- 
tion, maintained that a rise m wages would m the end be 
counteracted by an increase in population, it was also argued 
that Trade Umons could not jxiHsiblv succeed in laising qvneral 
wages. For if wage>s rose in one industry, they were sure to 
fall m another because the total wages fund was fixed. One 
important criticism of this theory is that the wages fund is 
neither fixed nor unconditionally available for the employment 
of labour. The amount available for distribution as wages de- 
pends on the piosf>erou8 or depressed condition of the industry 
and the profit expcx'ted. 

Again, it IS easy to prove that mere changes in population 
are not followed by corresponding changes in the level of wages. 
Owing to famine or sicknesB, population may decline, but it 
does not follow necessarily that wages wull rise Nor does in- 
crease in numbers necessarily cause a fall m wages. Similarly 
with regard to capital, its supply may increase without wages 
rising, as in nineteenth-century England. After a crisis there 
is usually a glut of capital. Nevertheless instead of wages ris- 
ing, they may fall. 

But the most serious defect of the theory is that it ignores 
one vital element in the wages problem, namely the producti- 
vity of labour. Ultimately, the wages fund (or circulating capi- 
tal) comes from labour itself. Wages are no doubt advanced 
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imiatdmtely from a reservoir of capital, but this rdser^t^oit is 
itself coBBtaully fed by the products of labour pouring into it. 
The greater the efficiency of labour, the higher the wa-ges are 
likely to rise without adversely affecting profits, thus in new- 
ly-settled countries one often finds a rapid increase of ijopula- 
tion and a small volume of capital, and yet wages as well as 
profits are high — obviously because of the greater productivity 
of labour. A nse in wages does not necessarily result lu an in- 
creased jKipulatiOn as havS already been pointed out. Popula- 
tion may increase, but if the aggregate wealth increases more 
than m proportion, wages are likely to rise rather than fall. 
§9- The Marginal Productivity Theory of wages.— The earli- 
er theories already considered were particularly defective in 
that they did not consider the mfluenee of efficiency or pioduc- 
tivity of labour in determining wages. There are a number of 
theories based on this general idea. Walker’s r^hidml claim- 
ant theory j for example, accepts it by implication. It stales 
ttiat labour is the 'residual claimant’ of what remains after 
rent, interest, and firofit have been paid. Everything that in- 
creases production should, therefore, be w^elcorne from the 
standpoint of labour. This is a sound position, but it is more 
appropriate to call organization rather than labour the residual 
claimant. The theory hints at the true explanation of wages 
without furnishing it completely. 

The marginal productimiy theory is mucli more satisfac- 
tory m tins lespect. The emphasis came to be shifted from 
the concept of a ‘fixed fund’ to that of a ‘continuous stream’ 
of products turned out by labour, out of which, it was argued, 
wages were paid. A more optimistic turn was thus given to 
the wages theories, as it was shown that labour’s reward de- 
pended upon its efficiency and varied m prof>ortion to it. This 
new outlook was the result of the extraordinary expansion of in- 
dustry lU recent times and of increased specialization. It vas 
realized tliat often it was more piofitable to employ a highly- 
paid worker rather than a low-paid worker. The central idea 
of the marginal productivity theory of wages is that wages are 
determined by tlie productivity of labour. The theory may be 
stated thus : 

In every business concern there is a jiomt b(\vond which 
it will not pay the entrepreneur to engage more labourers. 
At this fx)int there is a certain product ascribable to labour. 
Wages tend to be equal to this marginal product, i.e. the pro- 
duct of the least productive woiker. The last labourer employ- 
ed produces just enough to cover his cost to the employer. All 
the laboureis being assumed to be of the same quality, they 
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will all receive the same wages, i*e. the wage representing the 
protiiict of the marginal labourer. By the law of substitution, 
employers will take on workmen so long as wages can be paid 
from the price of their joint product and still leave normal 
profits and interest on capital. Competition will ensure that 
not less than this marginal product will be paid to labour, for 
then capital would enjoy more than marginal gains and would 
demand more and more labour to reap further wages. This 
competition for labour would raise wages until no special gain 
was to be made by its further employment. The marginal 
productivity theory^ explains the phenomenon of wages on the 
same lines as the marginal utility theory explains the pheno- 
menon of value in general, and needs to be supplemented in 
the hame manner, i.e. by bringing the supply side into equal 
prominence with the demand side. Wages, that is to say, must 
not only be the monetary equivalent of the marginal produc- 
tivity of labour but must also be equal to the cost of production 
ot labour as determined by the standard of living. We as- 
sume that the labourer is prepared to take whatever action may 
be necessary to maintain his standard of living, so that enough 
can be earned for making a certain standard of life possible. 
If necessary, he will refuse to marry and bring up a family. 
The supply of labour will in this way dimmish and wages will 
rise until ihey cover the cost of production (as determined by 
the standard of living), and at the same time express the pro- 
ductivity of labour at the margin. 

In actual experience wages may differ from their level as 
determined by strict theory, because the assumptions on which 
the theory rests are incompletely realized in practice. We have 
to reckon with any number of disiiuhing influences which 
we conveniently bring under the term of ‘economic friction’. 
These include such things as the im}>erfect mobility of capital 
and labour, the influence of custom and law and of Trade 
Union action, and so on. The theory, however, must not for 
that reason be dismissed as useless. It is valuable as it gives 
us a norm towards which wages do in fact tend to approximate. 
§10. Trade Unions and wages.— Before the rise of Trade 
Unions, workers were at the mercy of employers who, as Adarri 
Smith noted, ‘are always and everywhere in a sort of tacit, 
but constant and uniform combination not to raise the wages 
of labour above their actual rate’. The effect of Trade Union 

‘ Tauasig prefer® the term ‘diecounted marginal product’ on the ground that 
not the whole of what labour produces is distributed as wages, but the pro- 
duct of labour minus a certain discount for interest, etc., as wages are paid 
in advance of production. — Taussig, op. dt., vol. 11, p. gU. 
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Grgaiii2;atK>B was to put labourer^n a level with employers 
m point of bargaining power. It should be clearly understood, 
however, that Trade Dmon action can help labourers only in 
getting their due, i.e. the wage as determined by the marginal 
productivity of labour. It cannot secure a permanent nse of 
wages beyond this level because in that case the employer will 
get less than normal profits and will stop production and 
transfer his capital elsewhere 

Other things being equal, a strong Trade Union is m a bet- 
ter position for raising wages when the demand tor the pro- 
duct IS inelastic rather than when it is elastic, because in the 
formei case the employer will be able to take the higher cost 
m wages out ot higher prices charged to the consumer 

It may sometimes happen that while a certain type of la- 
bour IS indispensable for the production of a commodity the 
cost ot tins labour forms but a small projKirtion ot the total 
cost In this case it the labour is strongly organized, it may 
succeed in securing a very high and {>ermanent rise m wages, 
since the total cost is not theieby affected appreciably 

SrMMAKl 

Wagen uu thi remun( ratwn of lahoufy umi<iUv of hned labouj The term 
wages m ca)nomics has a wider hcope than in popular usage, and includes 
saknes as well as part of a composite income lectived by independent workers 
HU(h as thj' professional clashes, peasant piopriclors and artibans 

Phuo are two principal methods of remimeralmg laboiu (i) Time wages 
paid for labour employed diiung a 6xcd unit of tune, and ui) Piece wages ac 
cording to the results of tbo labour (output) Bach method has xis own ad- 
vantages and drawbacks 

Labour shotojs certain pauhantics on the demand as well as the suppl) 
side, so that the determination of wages takes place m a manner diJlerent from 
the determination of the prices of ord]ndr\ commodities u) worker sells 
his work but retains propertv in himself (ii) The iuobilit\ of labour and of 
the iabourei are identical (m and iv) Labour is perishable the sellei of 
labour cannot hold Ins work in reserve aud is therefore at a disadvantage m 
bargaining (v) Lastly the adjustment of supply to dnnand is slow in the 
case of labour 

The theory of wages has two aspects (i) Helalwe — Wages are 

different m different ocmpations partly because of the tausts underlying the 
distmction between nomnal and real wages and partly because of the divi 
Sion of society into more or loss non-competing groups Nominal wages mean 
the money wages received by the labourer, while real wages refer to the real 
income or real worth of his labour m terras of necessaries, comforts and lusu 
Ties Beal wages depend upon the tollowing factors the purchasing power 
of money, existence of other forms of payment besides money payment, differ- 
ences as regards expenses of previous preparation, degree of unc^amty of 
auceess, regularity or irregularity of employment, opportunities of supplemen- 
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Umj mmngBi $kmx «trei 5 » ol w<Krl:, iui4 iocideat&l advmt»g«6 m 4i»p 
advantages (e,g. higher er lower social stattis, etc,). 

Society coihes to be divided into non-competing groups owing to the ex- 
penses of education, mfluenee of environment, differences in inborn ability^ 
labour monopolies, goneml immobility of labour, etc. In the lower groups 
supply of labour is in excess of demand and wages are low; in the higher 
groups, wages are higher since the competition is more limited. 

Women as a rule receive lower wages than men, because of custom, lower 
physical strength, emaller general efficiency, lostrkited choice of occupations, 
lack of training, and preoccupation with domestic duties. Moreover, women’s 
wages are often of a supplementary character. 

(ii) General The’ main theories dealt with are (a) the Subsistence 

Theory; (h) the Wages Fund Theory; (c) the Marginal Productivity Theory, 

(a) The subsistence theory (also emailed the Iron Law of Wages). — ^Wages 
according to this theory arc determined by the cost of subsistence of the la- 
bourer and his family and cannot in the long run either fall below’ tbia mini- 
mum or exceed it. 

This theory neglects the possibility of a check to population in a progres- 
sive society in order to maintain a higher standard of life. It is not supported 
by actual facts, which show an improvement m the standard of life of the 
worker in the west. A modem refined version of the theory is the standard 
of comfort theory of wages. But in the new as well as in the old form, the 
theory is open to the objection that it neglects altogether the demand side of 
the wages problem. 

(b) The wages fund theory . — This was for a long time rcgaided as the 
classical theory of w^ages and is a more precise statement of the popular law 
of supply and demand as applied to w'ages. Wages, according bo this theory, 
depend on the one hand on the size of the wages fund and on the other hand 
on the number of workers. There is, however, actually no fixed wages fund 
unconditionally available for being applied to the payment of wages. This 
theory also ignores the factor of productivity or efficiency of labour, foi labour 
like capital earns its own remuneration. 

(c) The marginal prodkiciiutiy theory . — This theory supplies a serioue 
deficiency in the earlier theories and duly stresses the influence of producti- 
vity of labour. The best knowm among the \anc>na piodurtivity theories is 
the one which applies the concept of marginal utility to labour. If this theory 
is amended so as to bring the supply factor of lalxsir into sufficient promin- 
ence it may be allowed to pass as the most aa’.6ptable authority. We must, 
how^ever, remember that wages as actually paid are determined by a multi- 
tude of factors, such as Trade Union action, public opinion and custom. Two 
limits are suggested to the level of wages, an upper limit set by the producti- 
vity of the worker and a lower one set by the standard of life of the particu- 
lar grade of workers. Wages vary between these two limits aiwrding to the 
relative bargaining strength of the employer and the worker. 

Trade Union action can help labour in getting its due share, i.e, wages as 
determined by its marginal productivity. It cannot, however, go further and 
secure a permanent, rise of wages beyond the limit of marginal productivity. 
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Intbebst 

§1. What is interest? — ^We^ave seen how capital is one of 
the essential factors of production. The share allotted to it 
as its remuneration is called interest, which is generally stated 
as a percentage per annum on the amount lent. Interest may 
be described as the price for the use of capital. The higher 
the rate of interest, the greater the supply of capital and the 
lower the demand for it; the lower the rate of interest, the 
smaller the supply and the greater the demand. 

§2. How interest is determined.— Interest is determined by 
the interaction of supply and demand in the usual manner. We 
have already examined the forces governing the supply of capi- 
tal.*^ The total demand for capital is made up of (i) demand 
for productive purposes (e.g. purchase of a plough or bullocks 
for agricultural purposes), and (ii) demand for unproductive 
purposes (e.g. for meeting the exjienses of a funeral , or when 
the State raises loans for carrying on a war-). 

But in normal times, in modern advanced countries, capi- 
tal 18 mostly borrowed for jiroductive employment and the pro- 
ductivity of capital IS thus one of the iirincipal determinants of 
its value, i.e. of the rate of interest. 

Demand aide . — Cajutal earns interest because more wealth 
can be produced with its aid than without . Borrowers of capi- 
tal are prepared to pay interest because they realize its utility 
to themselves. The amount ol capital available at any given 
time is limited, and competition among borrowers for this 
limited amount compels them to pay interest. This is the de- 
mand side of the matter. 

Supply side . — The saving of capital, as already shown, in- 
volves the effort of postponement or waiting. Dunng the period 
that capital is employed in further production of wealth, the 
capitalist denies himself the use of so much wealth in immedi- 
ate consumption. Unless he receives some compensation (as 
interest), he would not undergo whatever sactifioe is involved 
in this forbearance. This is the supply side of the matter.® 

^ Bed ch. vii, JIO. 

* Tiid *agu)’ th€iory, as propounded by the Auigtrian economist Bobm-Bawerk, 
mpbasiaes tlh© supply side of interest by stating that turn prefer present to 
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§S. Marginal theoiy of valoe tatei*6St.— Lookmg upon in- 

terest as Bf special case of the problem of value, it can be et- 
plazned in terms of the marginal theory. Among the whole 
body of investors or lenders, there are some who are more wil- 
ling to lend or invest and are therefore contented with a lower 
rate of interest ; and there are others who are less willing and 
therefore require tlie inducement of a higher rate of interest. 
The aggregate amount of capital demanded cannot be made 
up without the co-operation of the less willing as well as the 
more willing. Under these conditions, so far as the suppl} 
aide is concerned, the marginal investor's rate will be the mar- 
ket rate of interest. 

Similarly, among the borrowers there are some who are 
more anxious to boiTow and therefore prepared to pay a higher 
rate of interest, and there are others who are not quite so anxi- 
ous and who will therefore offer a lower rate of interest. Under 
these conditions, so far as the demand side is concerned, the 
market rate of interest will be fixed by the marginal borrower. 

The rate of interest will thus represent the coincidence of (i) 
marginal demand (or marginal utility, or marginal productivi- 
ty) with (ii) marginal supply (or marginal cost of production). 
§4. Interest and liquidity-preference.— The rate of interest 
must depend, among other things, on the amount of money 
seeking investment at any given time. This in turn will de- 
pend on how mud) money is required by its possessors to be 
held in cash rather than tied up in investments of longer or 
shorter duration. Lord Keynes has introduced the term liquid- 
ity-preference in this connexion, wliich ir)eans preference for 
cash holdings as against investments. The gi’eater the liquid- 
ity-preference, the smaller the amount of loanable money and 
therefore the higher the rate of interest. Liquidity-preference 
is influenced by a number of factors, such as the interval be- 
tween receipt of income and its ex}:)encliture. For example, 
those ’who receive their wages once every month will need to 
hold more cash to tide over the interval than those who are paid 
every week. If the rate of interest is determined by liquidity- 
preference, the reverse also is equally true. If prevalent rates 
of interest are high, liquidity-preference will bo low; if rates 
of interest arc low, liquidity -preference will be high. 

fnlure goods, i.e. there is an agjo on present goocls. By lending money, they 
force themselves to wait for future goods instead of using the money on pre- 
sent goods. The rate of interest thus measures the 'agio’ or premium on pro- 
eent goods and the discount on future goods. This is a good enough explana- 
tion of interest $o far as it goes. But it does not go far enough because it 
ignores the demand side. Interest would not he paid unless the capital on 
whidi it is paid were productive. 
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§5* iiiteMst %nA bet interest,— We liay^. already iearni 
that in the same market at the same time there carmot be moije 
than one ja-ice for the same commodity. So that ‘where capital 
can be easily shifted from one use to another, it ought to yield 
the sauie interest in every use. If in one case it yields, say, 
6% and in another 10%, its supply will decrease in the first 
use and increase in the second. The rate will go up in the first 
and go down in the second, and eventually a uniform rate of, 
f^ay, 7% will be establisbedf^in both the uses. In actual ex- 
perience, however, we find that the yields in different kinds 
of investment vary. This we explain by saying that the net 
interest, i.e. the return for the use of capital as such, is the 
same in every case — the variation being due to such elements 
as more or less risk, greater or less inconvenience, and more 
or less labour of management. If by investment in Cash Cer- 
tificates w^e get i% and on bonds issued by a municipality we 
get 6%, this is because the security in the first case is greater 
than in the second. Assuming that the average investor regards 
investment in Cash Certificates as {lerfectly safe, the 4% yield 
on them will stand out as net interest. The 6%) derived from 
the municipal loan would be accounted for thus : ^ 

4% net interest 
2% msurance for risk 


Total r,%. 

The sahukar or the pawnbroker lending small amounts to 
numerous clients charges comparatively heavy rates. An im- 
portant reason for ttiis is the natural desire of tlje lender to re- 
compense himself for the extra risk and the extra worry in- 
volved in realizing jx^tty amounts from a large number of im- 
pecunious and improvident borrowers. 

§(). Interest and progress. — It was John Stuart Mill's idea that 
with economic progress, the rate of interest must go on pro- 
gressively diminishing, because wdth increasing wealth, saving 
would be easier and more and more abundant. However, pro- 
gress also means increase in human wants to wdiich there is 
really no limit. To satisfy these wants more and more capital 
will be wanted. We cannot say that the demand for capital 
will grow less fast than its sup])iy, and therefore we cannot 
assert that economic progress must necessarily bring about a 
lowering of the rate of interest. It is also clear that a low rate 
may be due to decline of enterprise and a consequent fall in the 
demand for capital. Periods of acute economic depression are 
often marked by low rates of interest. 

Owing to the growth of security in modem times, there 
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hm Tandoubtadly baeti a loweriog of rat)e<» afe coniparad with tha 
medieval period, In the old days rates were usurious because 
of poor security, and borrowing was made mainly for the relief 
of distress rather than for productive purposes. 

§7. Bthics of moiley-leiiditig. — In medieval Kuro^ money* 
lending (usury) was regarded as a deadly sin. This was be- 
cause the boiTOwers were as a general rule men m distress, and 
money-lending looked like taking an unfair advantage of one's 
fellow-beings who hapj)ened to be in difficulties. Religious bi- 
gotry further emphasized the prejudice against money-lending, 
as the lenders were mainly Jews and the borrowers (JhristianB. 
All this, however, has now changed. As money began to be 
borrowed for pm poses of commerce and industry in which the 
borrower made handsome profits, the prejudice against money- 
lending gradually weakened, until it has now’ disappeared al- 
together. Loans are now made mostly for pj'odiictive purposes 
and are paid for out of the extra gains which the loans make 
possible. Nor is it any longer true that the class of lenders 
is mainly composed of rich persons and the class of borrowers 
of poor persons deserving of special sympathy and protection.^ 
Even in these modern days, how^ever, w^e find among social- 
ists those who are moved to indignation by the spisclacle of a 
certain number of people living entirely on the interest from 
their investments without doing any wmrk to earn their liveli- 
hood. But if these people have themselves ^a\6d the money, 
they have already undergone a sacnfice in the jmst for which 
they are now earning their reward, ll may, howtver, be that 
some of them have not themselves saved their wealth but have 
inherited it from those who had acquired it. Is it right that 
they should be permitted to enjoy the fruit of other people's 
labour? So long, however, as the institution of private pro- 
perty continues we must recognize not only tlie right of en- 
joying the wealth which one has acquired oneself but also the 
right of bequeathing this wealth.^ 

Some socialists would go to the lengih of pro|x>sing the com- 
plete abolition of j^rivate property. The} urge that capitalists 
as a class make gams wholly disproportionate to any service 
they render and that they wueld too great an influence in so- 

^ Thw, boT^’ever, «till holds good ni the ca«e of India, where owing to the 
small progress of modern industrialism the major portion of the borrowing is 
for unproductive purposes and the borrowers as a class are inipccmnous and 
improvident. But the sahukar has always been regarded as indispensable and 
IS a respected member of tr|ie village communit}. The reasons why he has to 
some extent emne into bad odour in recent times have been explained in 
menu of fndtan cb in, ® Sec oh. xni, §§8. 9. 
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ciety as at i^’es^nt oJ^gamed, This, however, raisea tbe targe 
question of the possible orgaBizatioii of soeiety on a fnndanaeB- 
tally different pkH'— a question which cannot be fully discnssad 
here. We have, however, in the next chapter/ indicated the 
general features of the rival organization as pro}X)sed by social- 
ists and discussed its pros and eons. 

Profits 

§8, Analysis of gross proflt.^The remuneration to the entre^ 
preneur (organizer, enterpriser or venturer) who supplies the 
fourth factor in |>roduction, namely organization, is called pro- 
fits. The work of organization consists, as we have already 
said, in (i) the efficient grouping of the other three factors of 
production, land, labour and capital, and (li) taking tlie risks 
associated with business enterprise. 

In ordinary language, by the term 'profits’ we simply con- 
vey in a loose manner the excess of money return over money 
cost (gross profit). And the money cost may sometimes not 
mclude all the otluT elements that must strictly speaking be 
allowed for m calculating the amount which remains as pro- 
fits. Those who liave organized a bubiness and are inmning all 
the risks m connexion with it may have theinsolves contribut- 
ed some of tlie necessary (i) land’ (natural resoufces); (ii) ca- 
pital; and (ill) labour (labour of directing, inspecting, manage- 
menti — work for doing which they might have had to pay a 
salary to an outsider). From his gross receipts tlie entrepren- 
eur must deduct the returns attributable to (i), (li) and (iii) 
because these are not profits proper, but rent, interest and 
wages of management respectively. 

Other items that must be deducted from gross profits are 
depreciation, maintenance and insurance (against fire, etc.). 
§9. Net or pure proflt.^ — ^What remains after all these deduc- 
tions are made can alone be called ‘profits’ (net or pure profit), 
if we wish to use the term scientifically and accurately. Pro- 
fits proper are, as aheady stated at the very outset, a return 
for the work (whoever does it), of (i) directing and organizing 
the business, and (li) taking the risk of loss. Some risk is of 
course always inherent in modern business, because the goods 
produced may after all not be wanted by the public or the prices 
may turn out to be lower than expected, and so on. The entre- 
preneur can insure his business against some of the risks, and 
in this case, the premia he pays to the insurance companies 
will figure as paH of the cost he has undergone. But*there are 
always other risks which cannot possibly be insured against. 
’ Cb. xvi, §§1S-2D. 
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position of the employer is difieteJit from that of the ow- 
ers of the other factors which he hires and employs* Whether 
he gains or loses, he has to pay tto rent and interest and wages 
for the use of these factors. He has to pay for the services of 
these factors before he has marketed the goods and knoWs 
whether he has made a profit a loss. He takes for himself 
whatemr surplus remains after the pay^nents to the otJier three 
factors have been made. Hence he is sometimes described as 
the residuary legatee. One of the pnncipal things which dis- 
tinguishes profits from payments to land, labour and capital, 
is that, whereas rent, wages and interest are comparatively 
fixed and certain y profits are fluctuatmg, uncertain and specu* 
lative. Sometimes profits may sink to zero and in fact may 
be negative, which never happens in the case of rent, wages 
and interest. 

§10. Profits and csost of production. — Do profits enter into cost 
of production and therefor© determine the price of goods ? The 
answer to this is that normal profits or profits earned by the 
representative firm do enter into the cost of production. Aver- 
age ability of management and other average advantages are 
here assumed. Where the ability or other advantages are ex- 
ceptional, a surplus over marginal profits will be enjoyed. This 
surplus due to superior capacity, sujxnior luck or superior op- 
portunity is of the nature of rent. We may sav that the posi- 
tion of the entrepreneur or firm which is below the average ha© 
no significance in fixing the jirice because such businesses will 
sooner or later be pushed out in the competition with their 
better-placed rivals. 

§11. Causes of differences in normal profits.— The variations 
in profits may be (i) apparent, or (ii) real. They are only ap- 
parent when, for example, the comparison is not between simi- 
lar things. In one case certain elements which really should 
have been excluded as not belonging to profits proper may have 
been included; whereas in the other case care may have been 
taken to separate these elements from pure profits, 

(In joint-stock companies we generally find these various 
elements differentiated to a large extent. So thal we know that 
what the debenture holder© get is pure interest and what the 
ordinary shareholders get is profits. The directors get w^ages 
of management in the form of a regular salary in addition to 
their share of profits w^hich they get as shareholders.) 

When the profits in one kind of business are really different 
from those in another, these differences can generally be refer- 
red to as differences as regardgNJegree of risk, difficulty of man- 
agement, ex|>enHe« of preliminary training, etc. 
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§13, Thi^ dynamic fcfteojpy 0t B. Clark, an American 

ecojpbomist, has suggested that the phenomenon of profit shoves 
itself only nnder a dynamic state of society, i.e, under condi- 
tions of constant change such as characterize present-day civi- 
lized society. If nothing ever changes, i.e. if population i^e- 
mains the same, if there are no variations in commodities de- 
manded, if methods of production remain the same, all pro- 
ducers will be producing with the same degree of efficiency, 
prices will equal costs of prl&uction as a result of competition 
and there will be no profits if by profits we mean the surplus 
remaining after meeting costs of production. Criticism of this 
analysis is twofold. In the first place, it does not apply to the 
actual state of society which is dynamic and not static and the 
dynamic character gives opportunities to the man with ideas 
wlio stands to reap extra gains by being the first to use them in 
industry. Secondly, tins account of profits ignores the truth 
that they represent the combined remuneration for different 
types of service some of which are implied even under the as- 
sumption of a perfectly changeless society (see §9 above). 

§13. The entrepreneur not a parasite* — it is a mistake to sup- 
pose that the entrepreneur is a kind of parasite on industry and 
that profits are a kind of robbery. Without profits there would 
he ho enterprise, and wiihout enterprise there would be no 
progress. As Nicholson jixnnts out : ‘Enterprise, in the highest 
forms, is a combination of exceptional ability with exceptional 
risk. The ability is of the kind that defies definition; it is analo- 
gous to tlie genius of the soldier as distinguished from the 
knowledge of the military student. ... It is enterprise of 
this kind that has played the greatest part in economic pro- 
gress; it is the necessary practical complement to the discover- 
ies of the creative genius in science.’ According to Marshall, 
{xiciet-y on the whole gets the services of entrepreneurs very 
cheap, because although some of them (e.g. Henry Ford) seem 
to make heavy profits, others sustain heavy losses and on an 
average profits are very modest. 

BOMMAKV 

Intorest 

Interest is the remujoeratiou or the price for the seiTices of capital. The 
supply of capital involves the effort of postponement or vraiting which would 
not be forthcoming without the imiucement of interest. The demand for capital 
is based upon its uses in production (although some of the demand is also for 
unproduciive purposes). The rate of interest represents the coincidence of mar- 
ginal demand for, and marginal supply of, capital. Lord Keynes has latterly 
iwropounded a theory of interest in which prominence is given to what he calls* 





W teJt-ISMKIfTAEX JPBl«f01I'TijE8 0? B0-0»«>MieS 

^lM}Eiiiitiy-pr©fer«aWj0’ (i*© tfae dogre© lu wbob i^osiBeasani 4 ^eim to 

liold in ©ash) m a main facstor gownmg iniorout, K©t Intoregi; tfeSodi to he 
m aH Ofifos of capital Groae interest is made np of net interest plus an 
addition whi(b may be neceseary to cover extra nsk, labour or anconvemence^ 
JScwomic pfogms is associated wjtb two sets of opposite tendencies* one 
matog for a decrease and the other for an increase m the rate of interest 
By stimulating and facilitating savings and promoting security it increases 
the Supply of capital and so tar leads to a fall in the rate of interest, while 
on the other iiand, economic progress implies expansion of human wants and 
therefore an increased demand for capital and a higher rate of interest 
The old medieval prejudice against money-lending gradually disappeared as 
loans came to be advanced for pioductive enterprises which paid their way. 
There is today a better appreciation of the need and justification for mtereet. 
Interest is a necessary and equitable return for the sacrifice involved in most 
saving Interest no doubt is often obtained on inherited capital, but so long aa 
we agree that private property is mi the whole necessary we must lolerate in- 
terest being earned on such capital The view sometimes expressed by socialists 
that the interest paid to capital is necessarily at the cost of labour is untenable 

* PROI ITS 

Profit 18 Uie remuneiatiori of the orgam/cr, being the reviaid for hia work 
of bringing together and <o oidmatmg the other thre»^ factois of production and 
asniming iisks -which are inseparable from business 

Frofiis as oidinanlv understood are qtos^ profits, and contain besides pure 
or net profit, other clemenla such as interest on capital rent on land and the 
wages of labour (superintendence) supplied by the organirer biinfelf Allo-w- 
ance must also be made for depreciation, inamtenaruc and insurance 

While some risks are insurable and tin premia paid to cover them appear 
as part of the costR other risks must be ahKumed by the '^ntrepieneur person 
ally He may be regarded a« a residuan legatee entitled to the Burplus, if 
any, left after all the other shares (wages interest and lent) have been paid 
off Piofits, iheitfore unlike othei shares aic nccessaniy fluctuating and 
imcertam 

Profit mad© h> the iveiage or rtprescniativt iiim may be called notnuii 
fmfii This enters into the cost of production because production would not 
bo epntmuoub unless tb© price covered normal profit as well as other costs 
Bxtra profits (i e over and above normal profit) made bv the superior firms, 
conducted by men of exceptional ability, are, however, of the nature of rent 
(rent of ability) and do not enter into costs of production 

Some variations m profits are apparent others are real The fonner anse 
owing to the different mothods of c alculating profits The latter are the r(» 8 «lt 
of varying degrees of risks, difficultits of management, etc The dynamic 
theory of profits regards profits as an incident of change and suggests that 
they cannot arise under static conditions This theory, however, unduly nar- 
rows down tho definition of profits In any case it is not applicable to actual 
lOOnditions of eociety under which the only thing certain is that everything 
IS uncertain and liable to change 

Per economic progress enterpnse is essential, and profi;ts are the mdispto^ 
able reward of it 
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DISTRIBUTION : SOME GENERAL PROBLEMS 

§1. Scope of the chapter, — In this chapter it is proposed to dis- 
cuss the following three gfueral problems suggested in connex- 
ion with the distribution of wealth* 

(i) Problems of Labour in relation to Capital* 

(ii) Inequality of wealth and income* 

(iii) Bocialism* 

Problems of Labour in Relation to Capital 
A. Indmtrial Disputes 

§2. Causes of indnstrial disputes, — The three main problems 
of labour that arise in relation to capital in the modern econo- 
mic organization are : (A) Industrial disputes, (B) Trade 
Unions, and (C) Labour legislation. We shall deal with them 
successively. 

Industrial harmony and full co-operation between workers 
and employers, ‘the two coefficients in a joint result’, are essen- 
tial for ensuring and maintaining industrial prosperity. It is, 
liowever, a regrettable feature of the present economic system 
that there is growing and serious labour unrest in many coun- 
tries, as shown by tlie increasing frequency of industrial dis- 
putes, strikes and lockouts. 

(i) Most of the strikes and lockouts are concerned with 
wages. In the period immediately following the war of 1914- 
38, the rise in prices and the cost of living, together with the 
economic upheaval and the general malaise created by the war, 
produced a large crop of strikes aimed at securing increases in 
wages. After a short interval of comparative peace, the econo- 
mic depression from the year 1929 onward was again marked by 
^ recrudescence of strikes. Employers attempted cuts in wages 
which were keenly resented and resisted by Trade Unions. 

(ii) Another bone of contention between labourers and 
employers is the length of the tcorking dey. Labourers are 
naturally anxious to make it as short as possible and, equally 
naturally, employers are anxious to have it as long as possible 
in order to get full value in work for the wages paid. The work- 
ing-class ideal is an eight-hour day. In India also long hours 
-of work have frequently provoked strikes and called for the in- 
tervention of the State to reduce them by legislation* 
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(iii) The pdf of ummployment or of ander-employmeafe 
hm often led to opposition on the part of the working classes 
to the iotrodnction of labour-saving devices and of rationaliza- 
tion of industry, and to the adoption of ca'canny tactics (i*e^ 
deliberately doing work slowly so as to make it last longer). 
The right to work or to maintenance is usually an important 
item in working-class demands. 

(iv) The growing class-cmiscdomncss among the working 

clasBes and socialistic propaganda have resulted in their pitch- 
ing their demands higher and higher. They are no longer con- 
tent with increases in wages. Besides improvement in social 
and economic status, they demand some share m the profita 
and a voice m the management . According to Guild Socialism , 
the ultimate ideal of the working class is that the producers or 
workers in each industry should be organized into guilds of pro- 
ducers and should thus control production. Tins is the usual 
meaning of industrial democracy. The Syndicalists and the 
Marxian Communists represent even more extreme forms of 
working-class agitation. The example of Knssia and vigorous 
communist propaganda in other countries constitute at present* 
probably the most powerful influences tending lo unsettle 
labour, even in comparatively backward countries like India. 
§3. Need for industrial peace* — We have already stressed tlie* 
mifxirtance of industrial harmony for the maintenance of in- 
dustrial prosj)enty. Frequent stopjiage^ of work caused by 
strikes and lockouts inflict injury on the workers as well as on 
the employers. Workers lose their wages, and ha'^^e to fall back 
on Trade Union funds, i.e. their own money. Nor is the loss 
and suffering confined to workmen and employers alone. The 
disorganization of production often causes the most serious in- 
convenience to the general public also, e.g. in the case oi strikes' 
m public utility services like railways. Perhaps the most tra- 
gic part of many industrial disputes is that when finally an 
agreement is arrived at, it is often on lines suggested at the 
beginning of the dispute so that its unnecessary prolongation 
merely increases the sacrifice of all concerned and feelings of 
embitterment and hostility. It is, therefore, important to take 
steps (i) to prevent ihe occurrence of industrial disputes, and 
(ii) U) settle them quickly if they do occur. ^ 

§4. Prevention of industrial disputes.— The existence of effi- 
cient organizations on eitlier side— sound Trade Unions of work- 
ers and Employers' Associations, competent to speak for their 
respective sides — ^will prevent the occurrence of sporadic striker 
and lockouts and the formulation of grievances after rather than 
before going on strike. ^ 
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Aootb^r much discussed method in recent yesra is the jmut 
control of industry by workers and employers orga-niaed into 
Joint CouBciJs, such as those established m Great Britain m 
the lines recommended by the Whitley Committee of 1917* 
This committee advocated for each industry (i) Workshop Com-^ 
mittees m individual firms; in) District Councils; and (hi) a 
Joint (National) Industrial" Council lor the whole industry* 

(j) The Joint Workshop oi Works Committers repreBent 
workers and employ eis ft an individual efotablishment and are 
responsible for fixing the conditions under which work is car- 
ried On. These committees aie intended to some extent to over- 
come the disadvantages arising from the fact that under modern 
conditions the old personal relationship between opetative and 
employer has disappeaied. 

(u) The DistriH Councils are intended to link up the Joint 
Works Committees with 

(in) Joint Industrial Councils of employers and employees 
representing the whole induHtiy. The Whitley (kmncils were 
to meet ref 2 rularly and to discuss not only questions of wages and 
hours, and other conditions under which work is carried on, but 
also broader issues such as education and welfare* The whole 
Whitley scheme is voluntary in chaiaeter and has tended to 
promote greater harmony with favourable reactions on produc-’ 
tion and efficiency. It is however handicapped by two diffi- 
culties. Fast, the scheme being voluntary, the agreements en- 
tered into by these councils and committees cannot be legally 
enforced. Secondly, the organization of the Whitley Councils 
cuts acrofis that oi the Trade Unions. The latter are mainly 
organized by trades and not by individual workshops. 

The plan of profit-hharmg has already been discussed in a 
previous chapter. It has not fulfilled its early promise, and to- 
day the enthusiasm for it has greatly abated. It has been adopt- 
ed, however* on a considerable scale in France* 

§6. Conciliation and arbitration of industrial disputes.— We 
may next consider the iiidcliinery for settling industrial disputes 
a/fer they occur. 

The essence of conciliation lies in joint conference* and suc- 
cess dejiends on the existence of responsible and well-organwd 
associations of employers and employees. Adjudication of a 
d]s|)ute that has come to a head may be called arbitration, which 
IS usually effected by the help of outsiders. Conciliation and 
arbitration may be effected through private or public agencies. 
Again it may he voluntary or compulsory. Voluntary public 
arbitration exists in Great Britain, and India lias followed this 
example, while the best-known examples of compulsory arbitra- 
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ilm me fomid in New Zealand and Australia, In Great 
Britain the beginnings of a i^licy of settling industrial disputes 
€kn be traced to the Conciliation Act of 1896, which was 
permissive in character. Conciliation or Arbitration Boards 
could be registered on application to the Board of Trade, which 
was empowered to appoint conciliators and arbitrators for bring- 
ing together the parties to the dispute. A further step was 
taken when, under the Act of 1911, an Industrial Council, con- 
sisting of a joint panel of twenty-six members equally repre- 
aentative of employers and labour and a permanent official, was 
appointed. The Council was to inquke into trade disputes and 
was to be regarded as supplementary to the organir.ation set up 
by the earlier Act, The Industrial Courts Act of 1919 establish- 
ed in Great Britain machinery for the voluntary arbitration 
of industrial disputes by setting up a standing Industrial Court 
consisting of an independent Chairman and other independent 
persons and an equal number of representatives of employers 
and employees, all appointed by the Ministry of Labour. Both 
the parties to a dispute may by mutual consent refer any dis- 
pute to the Court which, after making inquiry and taking evi- 
dence, makes a full rejxirt. But the voluntary prinr*iple is still 
observed and the decision of the Court is not binding. Public 
opinion is regarded as the decisive factor in settling disputes, 
and the main function of the Court is to help the clear framing 
and discussion of the issues regarding costs, profits and wages. 
The Indian Trade Disputes Act of 1929 closely follows the 
English model. As already mentioned above, the most out- 
standing examples of compulsory arbitration through the agen- 
cy of the State are furnished by New Zealand and Australia. 
Strikes and lockouts are forbidden. Either employers or em- 
ployees may submit their disputes to the Arbitration Tribunals 
whose decisions are binding. One or several legally trained per- 
sons constitute these tribunals, which may also have some mem- 
bers who are well acquainted with the particular industries. 

The most serious objection to compiilsory arbitration of in- 
dustrial disputes is that it discourages settlement by the dispu- 
tants themselves and encourages the tendency to depend upon 
some external authority for the preservation of peace. Compul- 
sory arbitration also does not appear to be suitable to a highly 
industrialized country like England where the technique of 
production is always changing. 

B. Trade Unions > 

|6. Trade Unton functions* — ^A modern Trade Union, unlike 
the medieval Craft Guild, is entirely an association of wage- 
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or workers in the same or allied trades* B djsbhargei^ 
tt^o main groups of functions. In the first place ^ it served’ 
a Mutual Benefit or Friendly Society and pays' allowances to 
its members when in difliciilties caused by sickness, accident^ 
unemployment, superannuation, etc. It thus tries to make 
members independent of public or private charity, 

A far more important function performed by a Trade UnioiSP^ 
is that it safeguards\nd promotes the economic interests 
its members as against employers. Its chief aim is to secure 
for its members higher wages, shorter hours of work, safe andi 
pleasant conditions of work, and to defend individual workers 
from arbitrary and unjust treatment by their employers. 

The need for combination among workers and for collec- 
tive bargaining under modern ec4>nomic conditions is obvious. 

As Marshall puts it, ‘a single large employer is a combination 
in himself’, and unless he is met by a combination of workers 
there is little chance that the worker, bargaining in his indivi- 
dual capacity, will secure a fair wage. That workers should 
combine is all the more necessary nowadays as employers have 
their own powerful associations, and there is a great deal of 
justification for tlie claim made by Trade Unions that they 
make economic friction work for the labourer instead of against 
him. The chief wea}.>on used by Trade Unions in discharging 
this function is the strike. 

Trade Unions also perform a third function, which may be 
called the jxilitical function, by financing and running election- 
eering campaigns for securing the election of their own repre- 
sentatives to the legislature. 

§7, The Trade Union movement. — ^Tlie modern Trade Union 
movement is essentially a product of the conditions created by 
the Industrial Kevoliition in England, For a long time the 
legal position of Trade Unions was very unsatisfactory. The 
Combination Laws ot 1799 and 1800 prohibited all combina- 
tions of wmrkers as being criminal conspiracies in restraint of 
trade. Although these restrictions were rejiealed in 1824, Trade 
Unions still remained unrecognized, were witliout a proper 
form or constitution, and liable to be sued for loss to the em- 
ployer caused by strikes. The Trade Union Act of 1871 re^ 
moved these handicaps and provided for the registration of 
Trade Unions. The Acts of 1906 and 1913 further improved 
their position, so that Trade Union funds are now protected 
from liability for losses caused to employers by the action of 
their members. The position of the British Trade Unions has 
been greatly strengthened in recent years. To no small extent 
this is due to the wholehearted manner in which they co-operan 
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ted witli tbe Gotemmeut during the critical period of tbe 
^;0K-18 war. 

The early Trade Unions were organized on a craft baaa 
(e.g* ** the Amalgamated Society of Engineers, all its members 
belonging to the same profession though drawn from many 
trades; railway, steel and iron^ etc.). The Tndustrial Union' 
has recently come into greater prominence.^ It has brought 
withm its fold all the workers belonging to different grades en- 
gaged m industry (for example, the Miners’ Federation, and 
the National Union of Railwaymen m Great Britain). The 
craft union is of a horizontal type and promotes professional 
spirit and solidarity. The danger, however, is that the employ- 
er may play off one union against another. The industrial 
union IS the vertical typo of combination, and is belter fitted 
to promote workers' interests generally. This type is natur- 
ally welcomed by the guild socialists who lavour control of in- 
dustry by workers. 

Whatever the type of union, there has been a striking 
movement m favour of amalgamations and tederations on a 
national basis. Tlie best known and most effective national 
organization m Great Britain is the Trades Union Congress 
winch holds annual sessions, its most poweriul organ being the 
General Chuncil which has close ties wuth the British Labour 
J^arty. 

Tlie Trade Union movement lu India is still in a condition 
of infancy.* 

§8. The influence of Trade Unions. — The effects of the Trade 
Union movement have been a matter of some controversy. 

In favour ot the movement it can be said that it is an indis- 
pensable organization for securing a fair share of the national 
dividend to the working classes and preventing the inequali- 
ties of wealth from being cumulative m their effects.'* By hold- 
ing out for standard rates of pay, Trade Unions protect the 
workers’ standard of living. A well-orgfiui7.c(l and strong Trade 
Union, conducted with a due sense of resiKuisihiUty, smooths 
the course of economic activity by effecting peaceful settle- 
ment of disputes with employers and by promoting mutual good 
feeling. It also helps in bringing about peacefully necessary 

* The early policy of Trade rriiODs \\as to admit only skilled workers as mem- 
bers. The ‘New Unionism’, which dates roughly from tlie end of the nine- 
teenth century, has brought unskilled persons and women within the scope of 
Tiade Unions. 

* Its history and present position are dealt with m Elements of Indtan Bco- 
tmtnw, ch, iv. 

** See Taussig, op, cit., vol. II, pp 3164. 



: OEKEBAIi 3lt 

in wa^ges in ^sither direction, mi m not oppo^od to th^ 
efficient and economical managemotit of mdnstry. Ttado Uni*- 
<iiniain, however, must be judged mainly by its influence on the 
character of the workers.^ It found many workers debased and 
oppressed and gave them self-respect and protection, and evap 
today there are a number of ‘sweated’ trades ui which such 
help IS badly needed. Trade Unionism strengthens the moral 
oharacter of workers and promotes the necessary esprit de corps 
among them. These influences are reflected in a better stan- 
dard of industrial efficiency and a permanent increase of wages 
With no adverse effects on profits or on industrial enterprise. 

The chief drawback of the movement is that, in their 
anxiety to better the lot of their inembeis, Trade Unions are 
apt to concentrate on a particular rate of wages and a jiarticu- 
lar group. They are inclined to think that higher wages m 
general can be secured by limitation of output and restriction 
of competition. In doing so they clearly overlook the fact that 
ultimately the only source of a large and permanent advance 
in wages is increase m productive efficiency and m the total 
output of goods and services. Tins explains the reluctance, if 
not the af‘tual hoslility, of Trade Thiions and their leaders to 
accept labouT -saving devicevS^ and their adoption of ca’canny 
tactics; the attitude shows that the fallacy of a fixed wages 
fund still has a hold over the working classes. Another com- 
plaint against Trade Unions is with regard to their policy of 
restricting membership and attempting to establish a labour 
monojxily. This tendency is specially noticeable m the case of 
unions of skilled workers. It is sometimes possible for strong- 
ly organized Tiade Unions to secure very high wages for their 
members in particular trades, partly at the cost of the employ- 
ers and partly at the cost of the general community. But this 
-cannot fail ultimate^ to produce adverse reactions on the par- 
ticular trades themselves.'* High w^ages may also compel em- 
ployers to introduce labour-saving devices to which the workers 
are naturally opposed for lear of unemployment. 

Another objection often raised is to the insistence of Trade 
Unions u}X)n a standard mmirmim wage tor all members of 
the union, irrespective of the varying efficiency of individual 
members. It is argued that tins leads to the mimmxm wage 
becoming the maximum and prevents masters from giving high- 
er wages to the more efiScient workers. It may work out dis^ 
advantageously to wwkers themselves in some ways because, 
for example, employers will not be able to give any work to 

^ Marshall, Elements of Economte/t of Indmity, p 388 
^ Taussig, op, at , vol. IT, p 317 ^ also ch xi?, 110’. 
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TOU past thsir best yeaxB m wages below the standarf mteS> 
altbotigh the mm may be glad to accept lower wages* At the 
same time the standard wage constitutes the very backbone 
of the system of collective bargaining and it is difficult to see 
bow it could be dispensed with without making Trade Unions 
ineffective*^ What should be attempted is fair standardization 
which furthers social interest, while rigid standardization in- 
jures it* 

A further danger is the possibility of militant Trade Union- 
ism seeking to j)aralyse the social and economic life of the com- 
munity by too frequent a use of the general strike under syndi- 
calist influences (as was threatened in England in 1926). This 
can, however, generally be held in check by a well-educated 
and well-organized public opinion. 

The Trade Union movement has on balance conferred large 
benefits on both the working classes and the general commun- 
ity, the gains far outweighing the losses. Responsible Trade 
Unions, conducted soberly, can only result in social good and 
deserve the sup|X)rt of the public. 

C* Labour Legislation 

§9. Heed for labour legislation* — We have, in this and in the 

previous chapters, made a reference to the evils of modern in- 
dustrialism and the factory system. These evils — long hours 
of work, particularly for children and women, insanitary and 
otherwise unsatisfactory conditions of work in the factories, 
absence of protection against dangerous trades and of compen- 
sation for injuries received during the course of employment, 
the truck system (paying wages in kind) — first appeared in 
England in tlie wake of the Industrial Revolution. They w^ere 
for a long time left unremedied, because m the first place there 
was widespread public ignorance of their existence. Secondly, 
even when they came to light, Parliament was reluctant to 
intervene owing to the predominance of the laissez-faire philo- 
sophy so fervently preached by the classical economists. The 
capitalists and manufacturers were naturally averse to any 
regulation, and stood out for full freedom of enterprise. Even 
the old Elizabethan Labour Code regulating apprenticeship 
and wages was removed from the Statute Book in the name of 
freedom early in the nineteenth century. The Combination 
Laws of 1799-18(X) prevented any concerted action being taken 
by the workers themselves for the betterment of their condi- 
tions. Gradually, however, the public conscience was aroused 
in the matter and it was realized that a policy of laissez-faire 

* 'Xodd, op. dt., p. 197. 



mm tSBstiitaW© whm applied to children and women and in 
general to the individnal factory-worker or wage-earnar who,^ 
left to himself, was far too weak to protect himself- Philan-^ 
thropists, social reformers and socialists all joined in a strong" 
and persistent agitation asking for State intervention, which 
was also favoured by the growing Trade Union movement- 
The rise of the Labour Party, the awakening created by the^ 
war of 1914-18 and the establishment thereafter of the Inter-' 
national Labour Organization (1919) as a branch of the League 
of Nations have all helped the cause of labour legislation.^ 
Modern labour legislation covers a wide range of subjects, some 
of which are reviewed below. 

§10. Factory and Mines Acts. — Labour legislation in England 
began with Factory Acts,^ which regulated the employment of 
children and women by imposing restrictions on the age of 
employment of children and on hours of work of both children 
and women. Later on, the employment of women underground 
in mines, and during the night, was prohibited. Certain pre- 
cautions for the safety of the operatives during work, such as^ 
the fencing of machinery, etc., were also prescribed, and fac- 
tory inspectors were appointed to enforce the provisions of 
tliese Acts. For a long tune no attempt was made to limit the 
hours of work of adult males, as it was thought that they could 
very well look after themselves, especially as collective bar- 
gaining was rapidly replacing individual bargaioing. The lim- 
itation of hours of work of children and women, however, 
indirectly led to a reduction in the hours of work of men, be- 
cause in many trades where children and women were em- 
ployed their help was essential to men, and also because of the 
influence of example. Modern Factory Acts contain elaborate* 
provisions about hours of work, holidays, rest pauses, shift 
systems, sanitary arrangements and fencing of machinery; and 
they have undoubtedly succeeded in greatly improving the in- 
human conditions that prevailed in the early days of the fac- 
tory system in England and other countries which came under 
the influence of the Industrial Revolution. The successive 
shortening of the working day has not justified the fear., of em- 
ployers, who apprehended a reduction* in output. On tlie other 

* For labour lefirislatiou in India, eee ElemenU of Indian Economics^ cb. iv, 
§23. 

* The first Factory Act, passed in 1802 in England, was very modest in its 
scope applying as it did only to Poor Law apprentices employed m entton fac- 
tories, Other Acts followed in 1819, 184S (regulating work in coal-mines), 1847’ 
(whidi introduced a ten-hour day for women and children), 1867 and 1908. 
The last-mentioned Act (Miner s’ Act) introduced an eight-hour day in coal- 
mines. 
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' Ihandi there has been a gain in efficiency. The working'^ikss 
ideal today is an eight-hour day, which hag been already 
realked partially in Great Britain. If introdnced gradually 
there is much to be said in its favour from the point of view 
both employer and worker. Anyhow, the demand of the 
worker for reasonable and ‘cultured’ leisure is becoming 
irresistible, 

§11, Workmen's Compensation Acts.— The second important 
direction in which labour legislation has progressed is that of 
^compensation to workmen for injuries received in the course 
of employment. The modern factory and machine system of 
production is liable to produce frequent mishaps and accidents. 
In England the Employers' Liability Act of 1880 and the 
Workmen’s Compensation Act of 1897 made provision for the 
payment of a scale of compensation to workmen, or their heirs 
m case of fatal injuries. The risk of loss to employers has 
been largj'ely covered by insurance, the employers paying pre- 
mia to get their men insured against accidents. This legisla* 
i;ion has made the factory owners more careful about defective 
machinery and about securing prompt medical treatment for 
injured operatives. It has also helped to make the labour force 
more stable and more contented. 

§T2. Sickness and unemployment Insurance, old age pensions 
'and maternity benefits. — ^Tho third main item of labour legis- 
lation relates to provision against other hardships. A work- 
man may fall sick and in consequence lo.se his wages or even 
his job, or he may be periodically thrown out of employment 
or become unfit for work through old age. Women wmrkers 
also need rest from work some time before and after child- 
birth. England and Germany (until the rise of Hitler) 
.adopted comprehensive schemes of national insurance which 
brought about a substantial improvement m the economic and 
social btatuH of the wwker. The National Health Insurance 
Act of 1911 in Great Britain, administered by tlie Ministry 
Labour througli Employment Exchanges, provides for the 
'Compulsory insurance of the worker against sickness and un- 
born ployment on a contributory basis, the employer, the em- 
ployee and the State all sliaring the burden thus imposed.^ 
The Act was of an experimental character so far as unemploy- 
ment insurance was concerned and its scojx? was extended in 
1916 and 1920. The Old Age Pensions Acts of 1908 and 1911 
provided for the grant of a pension by the State through the 
Ministry of Health to all persons above seventy, provided their 
means were below a certain small minimum* In the interest 


8e© ck. xviii, §7, for further particulars. 
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«if women workers, most western countries have introdiiiBed 
mal^mity benefits and prohibited the employment of women 
for some period before and after childbirth. 

§13. Tbe Beveridge Plan . — ^Tbe famous Beveridge Plan pro- 
looses radical changes in all the existing social services in 
England. It takes abolition of want after the present war m 
its primary aim , and includes as its mam method compulsory 
social insurance, wdtli national assistance and voluntary insur- 
.anoe as subsidiary methods. Among its important features 
is its proposal to unify social insurance in respect of contri- 
Jbutions — that is to say, enabling each insured person to ob- 
tain all benefits by a single weekly contribution on a single 
document. The scheme aims at achieving social security by 
co-operation between the State and the individual. The State 
IS to offer security to the individual but at the same time 
leave room and encouragement for voluntary action by each 
Individual to provide more than the minimum for himself and 
his family.^ 

§14, Legal Minimum Wage, Truck Acts, etc,— Lastly, in 
some countries special legislation has been passed to regulate 
wages in certain selected induBtries. Eor example, the Trade 
Boards Act of 1909 in Crreat Britain provided for the fixing of 
minimum rates of w^ages in certain ‘sweated’ trades (such as 
lace-finishmg and ready-made clothing) by Trade Boards con- 
'sisting of an ecpial number of representatives of employers and 
•employees and some additional independent apj:y>infced mem- 
bers. The scope of the Act was extended in 1913 and again 
m 1918. The Coal Mines Minimum Wage Act of 191ii applied 
the same principle to wages of miners under certain circum- 
.-stances. In this connexion, reference may be made to the draft 
convention on the subject of a statutory minimum w^age adopt- 
ed by the International Labour Conference in 1928. It con- 
templates the creation of a wage-fixing machinery in the case 
of trades or parts of trades (and especially homeworking trades) 
in which no arrangement exists for the effective regulation of 
Wages by collective agreement or otherwise, and wages are ex- 
ceptionally low^ It may be added that the wage-fixing Trade 
Boards in (Ireat Britain are set up by the Ministry of Labour 
•after a preliminary investigation. In those trades where 
{owerfui Trade Unions exist they can very w^ell take U}X)n 
themselves the work of Trade Boards. In certain countries 
like New Zealand, Australia4 and some States in the U.S.A., 
^ general national minimum wage has been established by 

* por a useful summary of the Beveridge Tlan, see articles ia The Tm^s o/ 
Indin, 17, 18, 20, 20 and 27 May 1948. 
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%iglation. It is obvious that it is by uo means easy to fix m 
Baibnal minimum wage even for one country, which will 
neither be too low to serve its purpose, nor so high as to con-- 
stitute a serious burden on industries, and which, while suiting, 
all industries alike, will adapt itself readily to changing social 
and economic conditions. 

Truck Acts exist in several countries today, prohibiting em- 
ployers from paying wages in kind. Before they were passed, 
senous abuses existed. Workers were compelled to buy their 
requirements from the employers’ shops at unduly high prices. 
The quality of the goods stocked also left much to be desired^ 
The Truck Acts make payment of wages in cash compulsory. 

The foregoing survey of labour legislation is convincing 
proof of the new liberal attitude of the State and of public 
opinion towards the working classes. This attitude is fully jus- 
tified on grounds of social and economic ejfficiency as well as on 
humamtanan grounds. 

Inequality of Wealth and Income 

§15. Causes of inequality. — Even the most casual observer of 
the economic organization of today will not fail to he impress- 
ed by the striking inequalities m the distribution of property 
and income which it peirnits. Tins is also borne out by statis- 
tics relating to the incomes assessed under the Income Tax 
Acts and those relating to properties taxed under the Probato 
Laws. Taussig suggests that distribution both of wealth and 
income has roughly a pyramidal form. ‘To put the analogy 
more carefully, its form is like an inverted peg-top — the lowest 
range small, then a very large extension and thereafter steady 
shrinkage, as the highest point is reached.’^ These inequali- 
ties of wealth, which are jiarticularly glaring in the old coun- 
tries, have been the target of violent and bitter socialistic 
cnticism. 

The causes of inequality of wealth may be considered under 
two main heads : (i) Differences in inborn ability or natural 
endowment; (li) Environment and inheritance of property* 

Differences of inborn ability are and have always been an 
important factor in determining the distribution of wealth. The 
abler workers earn higher wages than the less able. The ex- 
ceptionally capable business man earns much higher profits 
than the man of average ability. One point is quite clear; m 
long as such differences in respect of inborn gifts continue to 
operate— and there is no reason to believe that they will cease 
to operate in the future — inequalities of earnings and posses- 
* Taussig, op. dt., vol. II, p, 25?. 
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jBiom Bre inevitable mi will persist even theugb tbe other 
•eau^s of inequality were to be altogether eradicated* 

The feeling against inequality would not, however, have 
ibeen so poignant had natural causes alone been in operation. 
We know that inequalities are perpetuated and aggravated by 
artificial factors such as the influence of environment and 
inheritance of property. The environmental influence tends 
4)0 be particularly strong in conservative caste-ridden societies 
like Indian society. But it is by no means negligible even 
in the progressive advanced countries of the west. The influ- 
ence of example and nurture, heredity and custom, makes 
vertical mobility of labour diflScuJt if not impossible. Every 
person tends to remain in the same social group to which his 
parents and forefathers belonged, so that those bom in wealthy 
families secure better opportunities than those born in poor 
families, and the better start they get enables them to maintain 
and improve their superior social status and economic condi- 
tion.^ 

(lloscly connected with environment and opportunity is the 
factor of property and its inheritance. One of the principal 
causes of inequalities of wealth is the fact that there is great 
variation in the amount of projierty received by different per- 
sons by way of inheritance and bequest. Some receive huge 
amounts and otliers receive little or nothing. Variations of 
law and custom are also of considerable importance in this 
connexion. For example, the system of primogeniture, under 
which only the eldest son inherits the real estate of his father 
io the exclusion of younger brothers, would obviously intensify 
inequality of wealth and promote its concentration in a few 
hands. The principle of equal inheritance among all sons — 
as in India — on the other hand, would lessen such inequalities. 
A factor allied with inheritance and bequest of property is the 
inequality of saving. As Cannan |X)ints out Tt is the rich 
who save most, both in absolute amount and in proportion to 
their incomes, so that saving does not mitigate inequality aris- 
ing from other causes; it aggravates it.* 

Thus private property, inheritance and bequest, and saving 
are largely responsible for the existing inequalities of wealth 
and income. 

§16. Evils of inequality. — Such glaring inequalities of wealth 
tend to create grave social discontent and promote inter-class 
hatred and jealousies.® Wealth so unequally distributed fails 

* We have already eiplained the causes of differences of eaminga in different 

»oecupaffcion8 in ch. xivr §5. ** Op. oit., p» 186. 

* ef. ridbflfl of the rich intensify the pov&tiy of the poor. . ^ , Not whiit 
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to yield the ijaaximum social satisfaction which it wonld ykW 
if it were rationally distributed. It also prevents the full, uti*^ 
lissation of the latent intellectual capacities of all classes of the 
|X)pulation. Last but not least, |x>sgession of large incomes 
means almost tyrannical power enjoyed by a favoured few 
over thousands of their fellow men. There may be a few in- 
stances of enlightened millionaires like Henry Ford showing 
a laudable sense of moral and social responsibility. But the 
common run of wealthy employers cannot be depended upon 
to regard large incomes and possessions as a social trust to bo' 
administered for the benefit of the community. 

§17* Remedies. — All ineqaalitics of wealth are obviously not of 
the unjustifiable sort. Those that reflect differences of ability 
cannot be condemned sfx?ially. Large fort, lines honestly acquir- 
ed by sheer force of supi^nor merit and ability are, in the worda 
of Seligman, ‘not a tax on the (‘ommunity but a draft on Na- 
ture’. It is, however, highly desirable to eradicate or at least 
to minimize as far as jiossible ineciuahties tliat are the result 
merely of environment, opportunity, property and heredity. 

The State can do much to equalize opportunity for all by 
providing for the proper upbringing of all children, by free 
and compulsorj education, by giving scope for special talent? 
wherever it may be found, by removing social and caste bar- 
riers, and by taking all such measures as may tend to improve' 
the economic condition of the luasseB. 

Inequalities arising from property and inlieritance and be- 
quest present a more difficult prolilem. The drastic socialistic 
solution of abolishing all private property in land and capital 
would overshoot the mark and give a definite setback to pro- 
gress. The spur of private property is still necessary to call 
forth the best exertion of man’s abilities and energies. 

What is more feasible is limitation of private property, part- 
ly by not recognizing it in the case of certain social-utility 
enterprises like railways, supply of electricity, water, gas, etc., 
and partly by imposing restrictions on inheritance and bequest,, 
taking care, however, to leave intact the stimulus to saving. 
Beference lias already been made to death duties and inherit- 
ance taxes. If they are not excessive and do not trench upon 
capital, they are useful in checking the growth of inequality. 
Progressive taxation of large incomes and expenditure on the 
amelioration of the numerically larger section of the society ^ 

has, bnfe what he thinks he might have and ought to have, determines a 
mai»> siato of mirid, Bence, tho worker of today js discontented and derive® 
mi tha slightest comfort from the knowledge that in any earlier age, his real 
income "wonld probably have been less than it xe.’ — Clay, op. cit., pp. 481-2. 
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ifclso $etop % utnihx purpose.^ To aim at the establi4it»6Bt of 
ft ifet aquaJity of wealth mi inoome wojild be rmmmg grave 
social and political risks. This is, however, laot to jtistify the 
present position as regards distribution of wealth and property* 
In many ways it is admittedly irrational and inequitable, andf 
urgently calls for amendment in the interests of social pedaqe 
and economic progress. 

Let us repeat in conclusion that inequalities of wealth are^ 
to some extent necessary to ensure social progress by stimu- 
lating individual initiative and enterprise. But change is re- 
quired both as to the manner in which they are allowed to- 
ai'ise under present conditions and as to their extent. 

SociAia^M 

§18» What is socialism? — Socialism may be described in the 
words of Bertrand EusselB as ‘the advocacy of communal 
ownership of land and capital in place of the present capital- 
istic system based upon individualism and private property'. 
Socialism aims at the establishment of a co-operative common- 
wealth, Socialization of all means of production, and regulation 
of distribution according to some method of joint control for 
securing the common good. 

Modern socialism was born as a protest against the evils of 
the Industrial Eevoliition and of the existing social order which 
can make sucli evils possible. While welcoming the great tech- 
nical and industrial advance achieved under Die capitalistic 
system, socialists urge that the system itself is radically vicious^ 
and that it should be replaced by another social order which 
would avoid Die evils while retaining the advantages of the 
capitalistic system. It is true that with the exception of Soviet 
Bussia, which has adopted communism — the most extreme 
form of socialism — no State has yet been reorganized on social- 
istic lines. Nevertheless socialistic propaganda has most power- 
fully affected the trend of economic thought and public opin- 
ion. It has been responsible for the enlargement of the econo- 
mic functions of modern Governments and has deeply tinged" 
the legislative programmes of all advanced countries, 

§19. Socialist doctrine. — Socialistic propaganda falls into two 
classes : (i) negative or destructive, and (ii) positive or construe- 
Dve. 

(i) In its negatwe aspect it is concerned with exposing 
the various defects of the existing individualistic system, espe- 
cially its wastefulness and aimlessness. Every producer act^- 

^ See ch, xvii, §0. 

* floods to f^reedomt Socialtsmi Amrehism and Syndkalisnt p. 28. * 
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0n bi& own estinoate of the community’^ needs. There is i^o 
co-or diction of effort among the different producers, so that 
4oo mnch or too little may be produced. Also, proit being the 
.sol© motive influencing the producers, articles which are really 
harmful to the consumers are often produced to satisfy urn 
healthy or perverted tastes. 4 special grievance of the social- 
ists is that, under the existing economic system, the reward 
of the worker is disproportionately small in relation to his con- 
tribution to the social product. According to the labour theory 
-of value maintained by Marx — who may be regarded as the 
exponent of modern socialism — ^whiie the whole productive re^ 
snlt is due to the labourer, he gets back only a small part of 
what he produces — ^just enough for his bare subsistence — ^the 
whole surplus above this being taken by the capitalist. The 
theory has been strongly criticized on the ground that it totally 
ignores the contribution made by the other factors of produc- 
tion. In its extreme form it has been abandoned by many 
modern socialists, though their contention remains that the 
workman fails to get his due under the present system. Pri- 
vate property, the socialist argues, is the outcome of the ori- 
ginal aggression of the strong against the weak, and it makes 
possible the continued exploitation of the weak. The advent 
of machinery and the Industrial Bevolntion have immensely 
increased the jx>wer of the capitalist over the workman, who 
has come to be completely dependent upon the capitalist. 

(ii) The socialists are not agreed among themselves as 
regards the methods of establishing a socialist commonwealth. 
Some of them are evolutionary socialists, like the State social- 
ists or the Fabian socialists in Great Britain. They believe in 
the gradual introduction of socialism, and advocate constitu- 
tional methods through the acquisition of greater control of the 
political machinery. Others, like tlie Marxian communists, 
favour the forcible overthrow of capitalist society and the es- 
tablishment of the proletarian State. The syndicalists advo- 
<jate/direct action’, that is, general strikes calculated to para- 
lyse the capitalistic society and the State. They wish to abol- 
ish the State and establish Trade Union government. The 
fluild socialists support self-government in industry, which is 
to become the basis of social organization. They desire, how- 
ever, to retain the State for certain purposes such as the main- 
tenance of peace and order and the protection of the economic 
interests of the consumer.^ 

* For an intoreafckg study of tbo wious schools of socialism the reader ia 
referred to C. E. M. load, Modem FohUcal Theory; and F. J. C. Hearn- 
A Survey of Bombsm, 
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On cQmtmdive side, the socmliste are weaker tiian in 
Ih# de®tw<^tive criticisms of tiie present ecoi^mic Upimn,. 
miA there h great Tariation in their projOTals for eoeial re- 
eonstmetion. For example, the State socialists wonW leave 
the management of all industrial enterprises to State control 
through managa^s and labourers paid and. controlled by ^v* 
emmental departments. Private property would be allowed 
to remain in articles of consumption but not in the instru^ 
ments of production. The communists, however, are not pre- 
jpared to recognize any form of private property (if they can 
help it). They want the community as a whole to be the direct 
owner of all things. 

Probably the most acmte disagreement among socialists is 
regarding their formula for the distribution of wealth. The 
communist formula is, ‘Prom each according to his capacity, to 
each according to his needs.’ Others advocate equality of 
wages based on the performance of equal amounts of labour, 
allowing for the attractiveness or the disagreeableness of each 
occupation. The majority of socialists advocate wages based on 
efficiency to be determined by a hierarchy of officials. This 
plan, which involves the difficulties inherent in a centralized 
bureaucracy, is not favoured by the advocates of Guild social- 
ism and Municipal socialism, who prefer decentralization and 
functional democracy. 

All socialists, however, emphasize the idea of service, and 
have a faith 'that men and women are capable of giving and 
•of sustaining more effective service than capitalism is Able to 
demand from them under the impulsion of motives largely so- 
•cial’.^ Socialists believe that it is possible to build upon the 
impulse which makes people work willingly and well for the 
<iommon benefit and without any thought of pecuniary reward. 
§20. A critical estimate of socialism. — The chief achievement 
•of socialism is undoubtedly its merciless exposure of the prin- 
eii>al evils of the present system. The socialists have directed 
a never-ceasing fire of criticism against the regime of unres- 
tricted •com|)etition, the injustice and waste which it involves 
and the formidable danger to the worker and the community 
in general from powerful capitalistic combinations which have 
arisen as a result of excessive competition. The socialists have 
also on the whole succeeded in securing considerable support 
for their contention that under the capitalistic system, the 
worker fails to get his due share in the distribution of wealth. 
Further, they have called the attention of all thinking men 

0^. JD. H. Cole, fhe IntelUgmt Man's Gutda ihfough World Ohms, p, 
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to Ihto premt glariiig inequalities d wealth and 
’^hieh the system tolerates. It must also he admitw that if 
the barren creed of lamez-jm^ has now been abandoned in 
jEactica by all enlightened Governments in the world, the 
credit for this must go largely to the socialists. By denouncing 
exploitation in every shape aiid form, socialism has succeeded 
in arousing the communal conscience, and its appeal for self- 
sacrifice and social service has been jxiwerful and effective. It 
has thus stimulated several much-needed reforms in the shape 
of anti-trust legislation, Factory Laws, labour insurance, statu- 
tory minimum wages, arbitration and conciliation of industri- 
al disputes, progressive taxation, extension of suffrage, exten- 
sion of education, improved sanitation and municipal opera- 
tion of social utility services. Under socialistic influences the 
State has been fulfilling more effectively tlian ever before, its 
duties as an agent for the realization of the collective ends of 
the community. 

Like all partisans, however, socialists of every school have 
been guilty of exaggeration both in decrying the evils of the 
capitalistic system and m praising their own particular brand 
of socialism. In dwelling upon the fact that under present con- 
ditions the worker does not get his pro|)er shaie of wealth, 
they are perha]:>s not wrong. But they have been proved to be 
entirely wrong in suggesting, as most of them have done, that 
the worker's lot is getting steadily worse* There is no gain- 
saying the fact that the industrial worker of today enjoys a 
much better and stronger economic position than he did before 
the Industrial Revolution. Again, their indictment of capital- 
ism is often based on fallacious reasoning, as in the case of the 
labour theory of value. We have also noticed the lack of har- 
mony in their plans for social reorganization and their notions 
of a proper basis of wealth-disi-nbution. Nor has their insis- 
tence on the actual efficacy of the motive of social service in 
place of the motive of profit succeeded in carrying conviction. 
It is probably true that the motive of social service has not 
been properly developed under the capitalistic system. But in 
the best of circumstances it is very uncertain how far social 
service would effectively replace self-interest as a stimulus to 
action, so long as human nature remains what it is. The aver- 
age man is neither so anxious to work nor so zealous about the 
common welfare as socialism demands, and if the spur of self- 
interest is removed the likelihood is that the volume of produc- 
tion will shrink seriously. We must also not forget that most 
of the socialistic plans require for their working the establish- 
ment of a vast bureaucracy. This will bring in red-tapeism 
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tte tyrai^tiy of Urn bosses, wfcoch are highly fetnmeota} to 
mdmdtitl enterprise and self-help/ 

As regards the methods by which socialists desire to Osber 
m the new order, the commnmsts regard revolution as indis- 
{)ensable and ha\e used it with apparent success m Russia# 
However, the Rnssun expernoent is too recent and we know 
lar too little of it to form any settled opinion. Once the exist- 
ing order is thrown into tlie meliing-pot, nobody can predict 
wJiat exactly will take its place For this reason and because 
violence begels violence and reaction, it would seem necessary 
to stress the need for caution and deliberateness in introduc- 
ing changes in the social structure The Fabian socialists, 
who prefer evolution to revolution, can rightly claim that, 
following their peaceful constitutional methods, they have 
been instrumental m securing a good deal of pt^rmanenti if not 
very startling, advance m many directions. That this is alter 
all merely social reform and not socialism proper, is a criticism 
which will trouble only doctrinaire socialists But most people 
will be satished so long as definite progress is being gradually 
achieved, and will not light-heartedly destroy a fabric of civili- 
zition which, with all its faults, represents an advance on 
anything that has preceded it, and which has been built up by 
centuries of painful liuman effort 

hnMMAKY 

rBOBLKMs OP Labour in Riution to Capital 

i Jndustnal dt^puiu — Growing mduetrial nnreBt is one of the most re- 
grettable ft^itures of tbe present economic eystem Its mam canses aro tho 
desire of the workers for better pay, a higher standard of life, better oond^ 
tions of employment as legards houis of work, their anxiety to secure greater 
economic etabiUty, the gi owing ^onscjousness among the workmg classes of 
their nghts, the spread of souahstic and communistic ideas, the growtfi of 
solidarity among the working classes m general, the mcreaaing truculence of 
workmg-tlass organizations, and the economic and polilKul upheawal which 
Mowed the war of 1914-18 

Industrial haimony n obviously a naessaiy pre-condition of economic pros- 
perity Frequent etnkis and lockouts inflict Rerious harm on woraers. em- 
ployers and the community at large Rome organization is therefoie necessary 
(i) U> prevent tndu&tnal dt^pute^f and (it) to settle them amicMij when they 
do occur 

The first object may be achieved by the establishment of efBcient organiza- 
tions both on the side of the employers and on that of the employees, compe- 
tent to speak for their respective sides loint councils (on the lines of the 

^ Guild aocialiem, which seeks to establish control by local bodies, is less open 
to objection on tbi® score than State socialism or collectivism* 
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r«psr^«<^Q't*tav« of botii tfee foe wend 

iisig ike ol»flervanjo0 of oondifcio»$ of work »ad oearfeam »diftoatioafl of 
ayiftiWi, socii a# proEfc^skaringj ar© u»efoi in filiis mmenoti, 

MoBfcria! dispufcea wbeo tlaoy do occur can be dealtj with by private or 
pobUo ooncfiliiiUon, Arbitraitm is usually voluntary, although in a few coun- 
tries like Australia there is compulsory public arbitration, strikes being al* 
Ijogether prohibited. 

B* Trade Unton^ .^Industrial workers are organised today into l^rade 
Unions* A Trade Union serves as a mutual or friendly society and helps its 
ipembers who may be in distress. Its more im{x>rtaut function is that it safe* 
guards and promotes the economic interests of its members as against the em- 
ployers, through collective bargaining and by resorting to strikes, if necessary. 

The Trade Union mmement is essentially the product of the conditions 
created by the Industrial Eevolution in England. It has passed through sever- 
al phases. To l>egin with, Trad© Unions were illegal and were looked upon 
m criminal conspiracies. Later they ceased to be regarded as criminal, but 
were still unrecognized by law. Later still they were legalized and gradually 
acquired protection, privileges and immunities. 

Trade Unions are organized either on the craft (professional) basis, or on 
the industrial basis. The latter type is at present gaining ground. Whatever 
the type, Trade Unions are being amalgamated and federated into nation-wide 
organizations often exercising great influence on the whole labour movement 
and the country’s politics. Well-organized and responsible Trade Unions are 
highly beneficial to the working classes as well as to the community in general, 
tl^eir chief danger comes from their partieularisl tendency and policy of res- 
triction of competition and limitation of output. Another danger is their 
alliance with the idea of the general strike, particularly favoured by the syndi- 
calists. On balance the Trade Union movement has undoubtedly conferred 
jgreat benefits both on workers and on society at large, 

C. Labour legislation. — The principal evils of the modern industrial sys- 
tem, inch as unduly long hours of work, exploitation of the labour of children 
and women, intolerable conditions of work m factories and absence of any 
systematic relief to w'orkers in times of econoinic stress, wture for a long time 
left imredressed. Owing to the spread of better knowledge about the abuses 
of the factory eystem, the quickening of the public conscience and more elfec- 
tive labour organization, it has been possible to impose a considerable check 
on these evils through suitable labour legislation. The scope of such legisla- 
tion has been continuously on the increase, and today most advanced countries 
like England posBess a complete labour code aflording many-sided protection 
to the worker. A great stimulus was imjiarted to such legislation by the estab- 
lishment of the International Labour Organization of the League of Nations. 

The main items of labour legislation are: (i) Factery and Mines Acts; (ii) 
Workmen’s Compensation Acts; (lii) Sickness and Unemployment Insurance, 
Old Age Pensions and Maternity Benefit Acts; and (iv) Legal Minimum 
Wages and Truck Acts. 

(i) Factory and Mines Acts regulate the hours of work, age of employ- 
ment, lay down rest pauses, holidays, conditions in factories and mines, and 
prohibit the employment of children and women in certain trades (e.g. for 
tmdarground work in mines) and during certain hours (at night). 

(ii) Workmen’s Compensation Acts make employers liable for injuries 
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in tilie coum of ^mploymoiat, mi pmiin to ^ iwaile of 
oo«p«ii»a^on ocoordiog to th& natoe Of tjbo injurioij jfeooivod. 

{iii) Tile tfekd naain iteto of labour legislotMm is the smtnt&ry 
ugainst coJ^in disabilities to which the worker is exposed, such as sickness# 
unemploymoot, old age, aud, in the ^ case of women workers, childbirths 
tional insursnoe schemes on a contributory basis have been introduced ih Ornafc 
Britain and elsewhere to deal with eicknesa and unemployments Old age pep* 
«itos are paid by the State in a few countries* Maternity benefits are pro- 
rided to by legislation or otherwise in many countries. 

(iv) In some countnes minimum wages have been prescribed by law, and 
representative Trade Boards have been established to fixing wages in sweated 
industries where, owing to lack of labour organization, excessively low wages 
prevail. A general (national) legal minimum wage has been adopted in a few 
countries like New iSealand and Australia. 

Truck Acts (prohibiting payment of wages in kind and insisting on cash 
wages) also exist in England and some other countries. 

The Beveridge Plan proposes radical changes in the existing social ser- 
vices in England and seeks to achieve complete social security within the 
framework of the present capitalistic society and by co-operatipn between tha 
Btate and the individnal* 

iKEQUALiry OF Wealto and Income 

Btriking incquahtics in Ihe diRtribuiion of wealth are a characteristic of the 
modem capitalistic organization. These inequalities are partly due to diHer* 
ences of inborn ability aud partly to eocial organization, the eystem of law® 
governing the inheritance and bequest of property, and to the factor of saving* 
Inequalities not due to difierences of ability promote social discontent and 
inter-class hatred, prevent the maximum possible human satisfaction and happi* 
ness being realized and the fullest utilization of available talent, and lead to* 
the exercise of tyrannical power by the few over the many. The inequalities 
can and should be mitigated by State intervention aiming at equalization of 
opportunity, e,g. through free and compulsory education and through every 
possible device for discovering and encouraging talent wherever it may be 
fotind* Private property no doubt causes and aggravates inequality, but be* 
cause of its great value as a stimulus to exertion, it is desirable to maintain 
it- It is, however, possible to limit it without bringing about adverse reao 
tions- For example, certain important social utility enterprises may safely 
be nationalized or socialized, Restrictionn may he placed on inheritance and 
bequest, and taxation and public expenditure may be so manipulated as to 
make ilistribution more equitable and socially beneficial. 

Socialism 

Sodalism aims at the establishment of communal instead of individual 
ownership of all means of production (land and capital) and State control of 
distribution with a view to securing the common good, 

Socialistic propaganda has a destructive and a construcrthe side. 

In its destructive .aspect it is concerned with pointing out the various fail** 
ires of the capitalistic system, its wastefulnesfi, its absence of co-ordination 
between production and consumption, its harmful effects on consumption and 
human welfare due to the exclusive domination of the profit motive; the great- 
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M l^alt '( kC tbe e»{^tfe&8)»« ^taa, according to eocialiata, is that It ttaices 

|©$aibli 0 ifca easj4«wfcfttloa of tlie by tb« W 6 rlc«r geti to 

tbini esc«ati?abwto and the <japitali»t far more. the oa;^iiaE»i:, 

the worker’s i^osition ia hopelesely weak, bo that more a»d more the weak are 
exploited by the elrong. 

Among BOciahetB there in much difference of Ofdnion as regarde (i) the exact 
character ol the new «ocial organisation which i$ to replace the present Indi^ 
vidnalistio system; and also (ii) as regards the methods to bo used for raahz- 
ing the ideal. 

With regard to th© first point, th© eobject on which there is eerions diver* 
gene© of opinion is that of private property. Some socialists would like to 
abolish It altogether. Others would allow private property only in articles of 
consumption but not in the instruments of production. Further the varying 
ideals about distribution of wealth are indicated by the formulas accepted by 
different schools of socialists such as ‘From each according to his capacity and 
to each according to his needs’, ‘Equal wages for equal amounts of labour', 
‘Wages according to efficiency’, etc*. 

Other matters of controverBy are (a) the position to be assigned 16 the Blate 
t(some advocating its complete abolition and the establishment of Trade Uniem 
government in its place) ; (h) the nature of the administrative machinery which 
would run the now organization — whether it should be a centralized bureau- 
cracy or a functional democracy with decentralization as its watchword. 

(ii) As regards the methods to be adopted for ostablishing the new ordf‘r, 
the broad distinction is between (al the evolutionists like the Fabians who be- 
lieve in gradualness and constitutional means; and (b) the revolutionists like 
the Marxian communists and the syndicalists. 

Th© weak spots in the socialistic argument are its excessive relianc.© on 
the motive of social service as the spring of human action and its faith in th© 
efficacy and honesty of the bureaucracy which is postulated in almost every 
type of organization proposed by the socialiBbs of thq different schools. 

On the other hand, socialistic propaganda has been most successful in point- 
ing out the evils of Jamez-faire capitalism. Its influence has been great in 
enlarging the scope of Governmental activity in economic matters and in intro- 
ducing a great volume of much-needed legislation affecting economic relations 
and aiming at protecting the weak from exploitation by the strong. It has 
quickened the public conscience and enormously hastened the pace of social 
betterment. 
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PUBLIC FINANCE 

§1, Ifatnife and divisions of public finance.— In tins obapter, 
it IS proposed to deal with public finance or the economics 
of Grovemment, which, as pointed out m Chapter I, consti- 
tutes the fifth division of economics. 

Public finance hs concerned with the income and expendi* 
ture of public authorities, and with the adjustment of the 
one to the other' ^ There are two main divisions of Public 
Finance, (i) Public Income or Eevenues; and (u) Pubho 
Expenditure. Two more blanches may be added to these : 
(m) Public Credit or Debt , and (iv) Financial Management or 
Administration. The last branch forms part of the study of 
politics and admimstiatioii and need not be considered here. 

With the growing activities of the State the principles and 
problems of public finance are natuially receiving increasing 
attention at present. 

§2. Three different systems of public finance.— There are 
three distinct systems of public finance * 

(i) The system of predeterrmned income, the expendi- 
ture being adjusted to the income. This system is characteris- 
tic of private economy Persons and institutions with fixed in- 
comes must adopt it When land revenue, with its more or less 
fixed yield, was the only impoitant source of revenue m India, 
for example, the Government was forced to adopt this system. 

(n) The system of predeierymned erpendtiure, revenno 
or income being adjusted to expenditure. This is typical of most 
modern civilized countries, and the Indian financial system is 
gradually assuming this character. Under this system the ex- 
ecutive Government, acting through its Finance Depaitment, 
prepares its budget (or a forecast of expenditure) upon the basis 
of public needs conforming to a certain level of urgency. The 
budget so prepared is submitted to the Legislature which is ask- 
ed to vote taxes and funds sufficient to meet these public needs. 

Wo cannot, however, draw a hard and fast line between the 
rules of public economy and private economy, for it is clear 
that in the long run the State, like the individual, must cut its 
ooat according to its cloth. While useful State expenditure is 
illimitable, the taxable capacity, or the income of the citizen^ 

* Paltoa, Pnnetples nf Puhhc Fmmce, p. 8, 
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ftom which the pnblic retenues are derived, is limited at any 
given time* 

(tu) Lastly, there is the cmnmefcml system under which 
neither income nor expenditure is predetermined. Both are al^ 
lowed to vary from tame to time as may be found convenient. 
This system is followed m business whether conducted by a 
private or public agency. 

Public Revenue 

§3. Sources or classification of public revenues.— The sources 
of public revenues fall into four mam classes : 

(i) Dieted reDenue from State property in land and for- 
ests and commercial undertakings This is non-taxation rev- 
enue, which the State like any private person derives from its 
properties and business by chaxgmg prices lor specific services 
icnaered and by the sale of commodities, as m the ^ase of post- 
al rates, or railway fares for the use of Government railways^ 
or charges for the supply of water through the Irrigation De- 
partment. So also 18 income from lands directly owned by the 
Government or from shares and other investments made by 
the Government (as in the case ol 8nez Canal shares held by 
the Biitish Government). 

(ii) Derived revenue, le derived by the State fiom the 
income ol its citizens m the form of (a) taxes and (6) fees, e g. 
licence fees, 

(ill) Anticipated revenue in the form of public borrowings, 
which in essence constitute an anticipation ol future revenue,, 
out of which interest charges are met and repajraent of the 
principal is effected. The whole question of public debt is 
treated separately ^ 

(iv) There is a miscellaneous class of public revenues com- 
prising such items as (a) tnbutes and mdemmties, (b) fines, 
(c) profits from currency and note issue, and (d) gifts, etc. 

§4 Definition and characteristics of taxation.— We shall now 
proceed to consider taxation revenue and the principles under- 
lying a good tax system. 

‘A tax IS a compulsory contribution of the w’-ealth of a per- 
son or body of persons for the service of the public powers.'^ 
IJhis definition indicates four mam characteristics of a tax : 

(i) First, a tax is a compulsory payment. As previously 
remarked, the State levies taxes m its sovereign capacity, deter- 
mining the amount of the tax. the persons affected, etc 

(n) Secondly, a tax being a compulsory deduction from 
the wealth of a person necessarily involves sacrifice. 

^ Bee §§30-4. ^ C Beatable, PukUc 



tiii) Thirdly, ^ m taken from the medth of a per^n. 
But wealth may he taken not only in the form of mohey hnt 
also of serrioes (e.g. military service) and commodities {e.g. 
land revenue was often paid in kind in olden times in India). 

(iv)^ Fourthly, in the case of taxation proper, there is no^ 
direct quid pro quo, i.e. no exact equivalence between the tax 
paid by the individual and the service rendered to him by the 
State or benefit received by him from the State. The sermee 
of public powers or general utility is the predominant element, 
and its value is neither calculable nor is it the same for every 
citizen. 

§5. Fees and rates as distinguished from taxes.— It is on this 
ground mainly that certain payments charged by the State in 
the shape of fees and rates should be distinguished from taxa-* 
tion proper. A fee is a voluntary payment for service render- 
ed by the State in the public interest, but conferring a specific 
advantage on the person paying it (e.g. education fees or regis- 
tration charges). A rate is a voluntary payment or price paid 
to tlie State for certain specific commodities or services (e.g. 
the postal rates, or railway fares or the water rate). Many of 
the payments made to a Municipality or a Local Board are 
rates rather than taxes, while most of the payments made to a 
Government belong to the category of taxes. ^ 

§6. Canons of taxation. — There are four main canons or prin- 
ciples of taxation as stated by Adam Smith in his Wealth of 
Nations, namely, (I) Equality, (11) Certainty, (III) Conveni- 
ence, and (IV) Economy. To these, later writers have added 
three more ; (V) Productivity, (VI) Elasticity, and (VII) Sim- 
plicity. The first of these, namely the canon of Equality^ 
raises some fundamental issues of a controversial character. 

§7. (I) Equality of taxation.— Smith stated the canon of 
equality thus : ‘The subjects of every State ought to contribute 
towards the support of the Government, as nearly as possible in 
proportion to the revenue which they respectively enjoy under 
the protection of the State. * This canon is found to contain the 
germs of several distinct theories of what constitutes equitable* 
or just taxation such as : (i) the equality of sacrifice theory, 
(ii) the faculty or the ability theory. Other theories of lesser 
importance are (iii) the benefit theory , and (iv) the social func-- 
tion of taxation theory. 

Owing to the great inequalities of wealth prevailing in mod- 
ern society, the question What is a fair basis of taxation? has 
been a subject of acute controversy. Obviously, equality of taxa- 
tion cannot be attained through equality of pyment. Differ- 

■* iNicliolfton, op. dt., voL III, pp. 261-6. 
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between the rich and tlie poor cdtbws i» neomm^j 
to attain justice m taxation, Adam Smith suggested the basis 
^ ability of the taxpayer to contribute to the State* Now the 
term ‘ability* is capable of a twofold interpretation, subjective 
or objective* aceor&ig as emphasis is laid on the inconvenience 
or sacrifice involved m the payment of the tax (subjective), or 
on the ability or faculty of the taxpayer as indicated by his 
property or income, i.e. according to his taxable capacity (ob- 
jective), We thus get two main principles, one underlying the 
equality of sacrifice theory and the other underlying the faculty 
theory, sometimes called the ability theory. We shall examine 
these separately. 

|8. The equality of sacrifice theory,— Tins was first empha- 
sized by John Stuart Mill, who maintained that every taxpayer 
.should be called upon to make the same or equal sacrifice. It 
rs generally agreed that in income-tax a certain minimum in- 
come should be free, i.e. exempted from taxation; otherwise 
iaxation of small incomes would lead to the sacrifice of neces- 
isaries of life, while that of large incomes would mean sacrifice 
•only of superfluities or luxuries. The sacrifice imposed on the 
poor would thus be far heavier than that imposed on the rich. 
We find that m most income-tax systems there is a mmimum 
tax-fee income. Thus m India incomes below Rs. 2,000 a 
jear are not taxed. The same idea makes some people advo- 
oate the exemption of taxes on food-stuffs, salt and other neces- 
saries of life. 

§9. The theoiy of progressive taxation,— The principle of 
equality of sacrifice is also made the basis of progressive taxa- 
tion. It is argued that money has varying degrees of utility to 
the rich and poor, and that as the income increases its marginal 
utility falls. ^ Proportionate taxation, i.e. a fixed percentage 
of income, say 2%, contributed as tax to the State would mean 
greater sacrifice for the poor than for the noh. l^rogres- 
sive taxation, under winch the rate of taxation increases with 
the size of tlie income, is therefore essential for equalizing sacri- 
fice, Most modern tax systems have adopted this principle, and 
important taxes like the uicome-tax and death duties are often 
heavily graduated. For instance, in India, the rate of income- 
4ax (in 1943) which is 9 pies m the rupee on incomes between 
Rs. 1,501 and Rs. 5,000, rises to 15 pies on incomes between 
Bs. 5,001 and Rs. 10,000 and so on until it reaches 30 pies on 
incomes of Rs. 15,001 and upwards. The surcharge and super- 
tax is similarly graduated. The socialistic jiarties in various 
^lountries prefer progressive taxation to proportional taxation as 

Se© cl, iv, §6. 
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d reducing inequality of wealth by tasting the 
fieb more bearily and sj^nding the tax ftfoceeds , for the 
ametoration of the coBdition of the masses. 

§X0. Cidticto pregresalte taxation.— Tiie frinciple of pro 
gresaive taxation has been criticized on the following grounds ? 

(i) The standard is essentially subjective and therefore 
oannot be other than arbitrary* We have not as yet evolved any 
accurate method of measuring sacrifice involved in the taxation 
of large and small incomes. 

(ii) Also the utility of a given income is not the same to 
all individuals, 

(iii) We are not justified in diBcriminating between the 
rich and poor in taxation since we do not make any such dis-^ 
^riminiition in our ordinary economic transactions. 

(iv) Progressive taxation strengthens the motives for* 

evasion. 

(v) It encourages extravagance, weakens the desire to 
-eave and leads to emigration of capital. 

(vi) Lastly, it is hot the purpose of a tax system to alter 
the existing distribution of wealth* Its main function should 
be financial, i.e. to raise a certain amount of revenue, enough 
to enable the State to meet its needs. 

There is some force in these objections, but not so much as 
to weaken appreciably the case for progressive taxation, A 
certain element of arbitrariness in taxation is inevitable, and 
the tendency towards evasion will be there in ail circumstan- 
<jes, though experience shows that it is possible to minimize it 
by suitable measures. Lastly, if tiie rate of progression is mod- 
cerate, extravagance and transfer of capital need not occur on 
any alarming scale. 

§11. The faculty or ability theory of taxation, — As previously 
stated, the wwd ‘ability’ as used by Adam Smith is objectively 
interpreted to mean the capacity of the taxpayer to contribute 
.as judged by the monetary value of his wealth. The faculty 
or ability theory is much older than the sacrifice theory. At 
first, faculty was measured by property. Later, it came to mean 
income. Formerly, the simple rule of arithmetical proportion 
was applied but today the rule of progression is generally fol- 
lowed on the ground that the ability to pay the tax increases 
(progressively. The faculty grows in more than arithmetical 
proportion to increase of income. Progression and exemption 
of a minimum income can be justified on the theory of faculty 
also, A certain minimum income requires exemption since the 
taxation of such income would diminish the general efficiency 
of labour, Similarly, as regards allowances and abatements# 
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it is cfowca that a bachelor with Es. SOO » year poasesses a 
hi^ar faculty to pay than a married person with a family 
earning the same inoome. 

|12. The benefit theory of taxation is suggested by Adam 
Smith's reference to the revenues enjoyed under the protection 
of ihe State. As previously stated, this theory is of s^pecial relev- 
ance in the case of the services rendered by municipalities and 
other institutions of local self-government. But otherwise it 
offers rather too narrow a basis for taxation. The essence of 
taxation is the absence of a direct quid pro quo. If the assump- 
tion that taxes should bo considered as payments for services 
rendered by the State were unflinchingly applied, it would re- 
sult in regressive taxation, i.e. taxation which presses on the 
poor more heavily than on the rich; since the weak and the 
poor, who are unable to look after themselves, may be supposed 
to derive a larger benefit from the State tlian the rich and the 
powerful. 

§13. The social function of taxation theory.— Apart from re- 
venue considerations, taxation can and is used for a variety of 
other purposes, e.g. to encourage indigenous industry through 
protective duties, to improve public taste and public morals, to 
benefit national health by heavy duties on noxious drugs like 
opium and on alcoholic luiuors, and to bring about a better dis- 
tribution of M'ealth, etc. But we must not forget that the main 
function of taxation is to rai.se an adequate revenue for the 
maintenance of the State, and this must be done with the 
minimum of cost — not only the cost in collection but also 
cost in the shape of public patience. The principle is that the 
goose (taxpayer) must be plucked, but without making it 
squeal too much. Tins sounds cynical. But it must be admit- 
ted that in actual practice the principle of expediency is often 
found to overbear all other considerations. 

§14. Other canons of taxation. — The other canons of taxation 
are largely of the nature of administrative rules and do not 
raise any questions of principle. They may now be briefly con- 
sidered. 

(II) Certainty . — As Adam Smith points out, the time Of 
payment, the manner of payment and the amount of the tax 
to be paid ought to be clear and intelligible to all concerned- 
The land revenue in India when it was farmed to middlemen 
in the eighteenth century is a good illustration of the evils— 
such as arbitra^ exactions, curruption of State officials and 
uncertainty of yield— which folfow from disregarding this canon. 

(DI) Co^ceniewce.— Every tax should be levied at the time 
and in the manner most convenient to the taxpayer. Thus, 
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in iQ^ia land revenue is eoUeeted in instalments whic^ fall 
due after the harvest is taken. Indirect taxes on the whoite 
conform better to this canon than direct taxes/ 

(IV) Bcononvy . — ^The cost of collection of a tax should he 
kept as low as possible in order that the net yield of a tax 
secured by the State should be as large as possible without at 
the same time imposing any serious handicap on trade and pro- 
duction. Thus, internal transit dues are to be condemned on 
this account. ^ also it is hardly worth while for the State 
to assess a large number of petty incomes, since it would make 
it necessary to maintain a large army of tax-collectors. (In- 
cidentally this gives us another reason for exempting low in- 
comes from taxation.) 

(V) Productivity . — ^It is very desirable from the standpoint 
of both the State and its subjects that a given amount of reven- 
oe should be raised from a small number of highly productive 
taxes rather than from a large number of taxes each yielding 
an insignificant amount. Also, the tax system should be such 
as not to trench seriously upon the productive resources of the 
cwnmunity. 

(VI) Elasticity . — A good system of taxation should as far 
as possible provide tor a self-acting increase in the revenue so 
as to keep pace with the growth of jiopulation and wealth in a 
community. The income-tax satisfies this test admirably. Any 
increase in the w'ealth of the community automatically in- 
creases the yield from income-tax. Again, in any emergency, 
like war, we have simply to raise the rate of the tax and we 
realize a larger revenue without any addition to the adminis- 
trative machinery. The Indian Land Keveiiue in general and 
tile Permanent Settlements m particular afford a contrast to 
income-tax from the jxiint of view of elasticity. 

(VII) Simplicity . — ^The tax system sliould be readily in- 
telligible to the man of average intelligence and should not 
leave him in any doubt regarding his obligations under it. 

The various canons discussed above give general guidance 
to the practical statesman. It is necessary to remember, how- 
ever, that any individual tax may offend against this or that 
principle or canon and yet it may be a good tax. It must be 
judged not by itself but as forming part of a system. It is im- 
possible BO to arrange matters that every single tax should con- 
form to every one of the canons. To mention only one of the 
■difficulties, the canons themselves are not all consistent with 
one another. What is to be aimed at, however, is that the 
taxation system as a whole should secure broad justice. The 

* See 118. 
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defloienweB of one tax must be corrected by fte spe«' 
• exeellences of another. 

§15. Taxable eapaolty.-- Whiie discussing the faulty thetKy 
WOTB, nrf-erence has been made to taxable capacity. We shall 
now examine further the conception of taxable capacity. It 
ha« been defined by Sir Josiah Stamp’^ as the fund which ‘i» 
measured by the difference between two quantities^the total 
quantity of production and the total quantity of consumption’^ 
after making suitable allowances for annual replacements, re- 
pairs and renewals. In the case of India, the standard of con- 
sumption is very low, but production is also very low, so that 
the difference between the two gives us a very small margin 
of taxable capacity. Any estimate of taxable capacity must at 
best be a rough guess. This is particularly so in a country 
like India owing to the paucity and unreliability of statistical 
data. 

§16. Limits of taxable capacity. — ^Taxable capacity, as defined 
above, is not an absolute figure, (i) It depends upon how reven- 
ue from taxation is used. As Sir Basil Blackett once remark- 
ed, ‘it is a question of expenditure very much more than that 
of taxation’. If money raised by taxation is spent on nation- 
building departments, like education, health, industries and 
agriculture, the taxable capacity of the people can be greatly 
increased. If, on the other hand, a large proportion of revenue 
is spent on the army and other unproductive purjwses the 
taxable capacity will remain low. Military expenditure in In- 
dia is generally regarded as open to serious criticism from thie 
point of view. 

(ii) Taxable capacity also depends ujwn the spirit and 
the national psychology of the people.^ Under the influence of 
patriotic fervour or some other short-lived but powerful feel- 
ing the willingness of people to suffer sacrifices may for a time 
greatly increase. Even in ordinary times some people (e.g. the 
English) bear taxation more willingly than others (e.g. the 
Erench). In India it is probably true that people on the whole 
do not show suflSicient willingness to submit to taxation for 
socially useful purposes owing to a still undeveloped sense of 
civic duty. 

(iii) Thirdly, taxable capacity de^iends on the way in 
which tho taxation is raised, both as to the methods adopted 
and the rate at which the increase is laid on. Thus the hard- 
ship felt by the taxpayer under a single tax would be much 
greater than under a variety of direct and indirect taxes each 

’ Sir Josiah Stamp, Wealth and Tastable Capacity, p. 114. ’ IbiJ., p. IIS. 
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falEisg {MU a< djfemt gioap d peo|de in tlie ixmmuiiiiy. Stoe 
variety m taxation is tiieiefora necessary so as to spceafl ita 
fenid®ii e'^enly on different desses of people, 

• (iv) I'onrthly, taxable capacity depends npon the naw»* 
her of inhabitants among whom a given aggregate of national 
wealth is divided. If that is very large relatively to the total 
wealth, as in the case of India, taxable capacity will be low, 

<v) Evenness or unevenness of distribution is another 
factor to be considered. If, for example, there are 100 persons 
with an income of Jls. 2,000 and one person with Es. 2,00,000,. 
there would be a larger taxable capacity than if the same ag- 
gregate of Es. 4 lakhs were equally divided among 101 persons, 
In the first case, while iOO persons would make a minimum 
contribution to the income-tax, say 9 pies in the rupee, the 
man with Es. 2,00,000 would contribute at the rate of, eay„ 
30 pies in the rupee. In the second case, the contribution re- 
ceived from 101 persons, all with equal incomes of small range,, 
would be much smaller than in the first case. This result fol- 
lows from progressive taxation. In India, taxable capacity is 
low, not only because production is low and is divided among 
a large number of people, but also because ((uite a large num- 
ber of incomes are more or less of the same low level. ^ 

§17. Direct and indirect taxes distinguished.— We may next 
examine the usual distinction between direct and indirect tax- 
es. ‘A direct tax is really paid by the person on whom it ia 
legally imposed, while an indirect tax is imposed on one per- 
son, but paid partly or wholly by another owing to a con- 
sequential change in the terms of some bargain between them. 
Thus an indirect tax is conceived as one which can be sliifted' 
or passed on, a direct lax as one that cannot. Perhaps the 
best example of a direct tax is the income-tax, while that of 
an indirect tax is customs duties, or an excise like the salt tax 
m India. The latter is collected by the Government from a 
few licensed manufacturers or dealers but is paid ultimately 
by all consumers of salt in the enhanced price at which salt is 
sold in the Indian bazaars. On the other hand , the burden of 
the income-tax falls on the person a.ssessed to it just as the- 
burden of the land tax, which is also a direct tax, falls on the 
land-holder. 

’ Aocoraiag to Sir Wilharo Layton, howe'ver, though India consists in tho 
wain of extefflOely poor people, it is at the same time a country whesre there are 
)#rg# awumulations of wealth, on which Government taxes rest very lightly. 
The errtent of these aoBumnlations is a matter of conjecture. Anyhow, Sir 
William Layton seems to accept our contention in tlie text by adnlitting that 
ip fhs main India consists of extremely poor people. 

* iDahon, op. at., p. 88. 
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§IB< And iBmi^ oi dimt sad fadi«Md ts»».>r>-fbA 
UQsia sdvaat&ge of a direct tax is that it brings homo to the 
taxpayer the respoasibilities of citizenship and makes him ori- 
ticai of <Jotf<»niaent extravagance and suspicions of hasty and 
expensive social and political experiments. On the other hand, 
inaireot taxes encourage prodigal expenditure on the part of 
tihe Governments who can raise funds with comparative ease 
by levying such taxes, because the people who really pay them 
are scarcely aware of the fact. 

Direct taxes are in principle sounder and more equitable 
than indirect taxes since they can be better graded to suit the 
ability of the taxpayer. A chrect tax like income-tax, fof ex- 
ample, lends itself more readily to progression, and the richer 
sections of society can thus be made to contribute a fair share 
towards the expenses of the State. Indnect taxes are generally 
regressive in their nature, pressing more heavily on the poor 
than on the rich. For instance, the poor man and the rich man 
both consume practically the same amount of salt, and there- 
fore pay the same amount of tax, which is unfair. To equalize 
the burden, the poor man should be required to pay less because 
bis income is smaller. 

Direct taxes enjoy the advantage of certainty both for the 
taxpayer and the State. The yield of indirect taxes is often un- 
certain, as also the extent of the rise in the price of the taxed 
commodity or service. 

Direct taxes are, however, unpopular since the taxpayer 
cannot help being aware of them. For the same reason, there 
is a stronger tendency to evade them than in the case of indirect 
taxes, and there is greater possibility of fraud. On the other 
hand, an indirect tax is less felt by the taxpayer. He pays 
little by little every time he buys the taxed commodity. The 
price he pays is no doubt higher on account of the tax, but if 
he complains of the price at all he is inclined to blame the pro- 
ducer of the commodity rather than the taxing authority. He 
is taxed in the dark, so to speak, and fails clearly to see that 
he is taxed, especially as the tax is not paid in one lump sum 
but is spread over a series of purchases. 

Direct taxes are sometimes more difficult to administer and 
more expensive to collect than indirect taxes. For example, 
an extensive assessing and collecting machinery is necessary 
in the case of direct taxes like the land tax in India or income- 
tax in order to deal directly with a large body of individual 
assessees. The cost of collecting indirect taxes, on the other 
hand, is moderate being collected from a comparatively small 
number of producers or dealers. It is, however, necessary to 
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6xejfeise care m seJectmg the commodity to be taxed. Prefer^ 
ably it shojild be one that is widely consumed. Awther merit 
d indirect taxes is that through some oi them alone (e.g. 
through the salt tax in India, or the taxes on sugar and tea 
in England) can the masses be reached and thus everybody 
made to contribute his quota towards the expenses of the State, 
One great point against indirect taxes, however, is that they 
are p^icularly liable to disturb the smooth course of trade 
and industry. This is especially true in the case of internal 
transit duties, whidi have therefore been abolished in most 
ixiuntries. 

Direct taxes being in principle superior to indirect taxes, 
their predominance, as under the British taxation system, in- 
diicates a more advanced economic, political and bocial develop- 
ment. Indirect taxes play a more imjKirtant part than direct 
taxes in India, which is therefore less advanced from this point 
of view. But even in the most advanced countries, indirect 
taxes have to be resorted to, and account for a considerable 
portion of tlie total revenue. 

§19. Importance of a study of the incidence of taxation.--An 

important pioblem ot jiuhlic finance is tlie incidence of taxa- 
tion, A distinction iiiaj be drawn between impact and inci- 
dence, The imiKict ot the lax is upon tlie })erson who first pa;^s 
the tax; the iiK-idence is upon the jierson wJio ultimately bears 
it. Thus, (i) it as a result of an excise duty on matches levied 
on the mannfactujci , their pnce rises b\ the lull amount of 
the duty, the incidence ot the tax falls holly on the buyer; 
(ii) if the piice rises, but not by the full amount of the duty, 
the incidence is paitl\ on the manutdcturer and partly on the 
buyer; and (in) if tlie puce does not use at all the incidence 
IS wholly on the manuiactuier. The traii'^ference of the bur- 
den, from the person who fust pa>s tlie tax to some other jier- 
son or persons, is knowm as shift mg. 

The question oi incidence oi taxation is of great practical 
significance, and unless (‘areful attention is paid to it, mistakes 
may easily occur. We may intend the burden of taxation to 
fall on one set ot people, but actualh it ma\ come to be borne 
by quite another set. We have also to consider any incidental 
advantages and disadvantages following from ain proposed tax. 

In the case of direct ta.ees, the impact and incidence of ihe 
tax are intended to fall on the same person or persons. But 
this does not invariably happen. For instance, an income-tax 
levied in the first instance on business men may be shifted by 
them to their customers m the shape of enhanced prices for 
the goods or services sold, or to their workmen in the form of 
1—22 
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ioww wages. It may have other secondary effects in checking 
enterprise and saving. Succession duties are another form of 
direct taxation, and it has been argued against them that an* 
less they are very moderate they act as checks to acoumuiation, 
pxHnote extravagant expenditure and may be evaded through 
gifts inter vivos. All this may have adverse reactions on enter* 
prise and wages of labour. 

As regards indirect ta.res, the original intention of the State, 
that the tax should be shifted in a certain manner, may not 
be realiaed at all or only partially realized, and here also there 
may be various secondary reactions and after-effects. 

§20. Theoiy of incidence of taxation.— The general principle 
of incidence is that the shifting of a tax can ordinarily take 
place as between one person and another by a change in the 
bargain between them; free competition and free play of the 
economic forces of supply and demand being assumed. With 
r^(OTd to taxes on particular commodities or services, two pro- 
jxjsitions may be laid down, (i) ‘The first is that, other things 
being equal, the more clastic the demand for the object of 
taxation, the more will the incidence of the tax he upon the 
seller, (ii) And the second is that, other things being equal, 
the more elastic the supply of the object of taxation, the more 
will the incidence of the tax be ujiou the lioyer.’^ Thus the 
greater part of a tax on luxuries (the demand for wbicli is elas- 
tic) will he borne b) the seller, for if he tried to shift the 
whole of it by raising the price to tlic full extent of the tax, 
the demand would fall appreciably. The seller may theicfore 
not raise the price to the full extent of the tax, preferring to 
keep up tiis sales. On the other hand, in the case of a tax on 
a necessary ol life, like salt, with inelastic demand, the greater 
portion or the whole of the tax, and sometimes even more than 
the tax, will be borne by the consumer, since the buyer can- 
not much curtail his purchases even if the price is appreciabh 
higher than before. On the other hand, the supply being elas- 
tic, the seller can restrict it and will thus be able to charge a 
higher price. 

In considering the incidence of a tax on commodities, al- 
lowance must be made for the influence of the laws of cost 
(returia). Thus, if a commodity is produced at increasing cost 
per unit, a tax on it may not raise its price by the full amount 
of the tax since the marginal cost of producing a smaller quan- 
tity now demanded because of the higher price, will be lower 
than before. If a commodity is produced at a diminishing CMt, 
a tax on it will raise the price by more than the amount of 
* Dalton, op. cit., p. 64. 
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tM for tho loargio^l oost of producing a reduced quantity 
is higher than before. Therefore, the new price wifi be higher 
than the old price plm the tax. In the caise of constant cost^ 
there will be no change in the cost of production in con^ 
sequence of change in demand and supply, and the price will 
rise by exactly the amount of the tax. 

(iii) A third factor that must be borne in mind in dealing 
with the incidence of taxation is the question how far substi- 
tutes for a commodity or correlated articles are also taxed. If 
they are not taxed, the greater portion of the tax will have to 
be paid by the seller, since tlie consumer can turn to the non- 
taxed substitutes. 

§21. The Incidence of tax on rent, — A tax on pure economic 
]*ent or nnearned increment must ultimately be paid by the 
landlord* We have already seen*^ that rent does not affect price 
which is determined by marginal cost of production of tlie no- 
rent land and therefore the burden of a tax on rent cannot 
be shifted to the consumers. Nor can the tenant be made to 
pay it, since under competition he cannot retain any |>ortion 
of the rent. This argument is based on the assumption that 
the tenant is already paying the full economic rent. However, 
if eompetiiion amongst tenants is irn]>erfect, the tenant may 
be unable to shift a tax levied on him to the landlord, and 
may have to bear it wholly or in part. Or if the landlord is 
required in the first instauce lo pay tJie tax, lie may be able 
to recoup himself by raising the existing rent until he is able 
to absorb the whole of the economic rent. In this case again 
the tax will be partly shifted to the occupier. 

§22. Incidence of taxes on buildings.— This is by no means 
easy to determine. Ordinarily in the case of growing towms, 
tbe incidence of a tax on buildings falls on tlie occupier rather 
than the landlord, since demand for buildings is inelastic. 
Moreover, the landlord expects a net return on his investment 
at the current market rate and looks upon a tax on buildings 
as part of his expenses. At the same time, it is true that the 
supply of houses is not as elastic as that of less durable articles. 
Periods of business depression may synchronize with brisk 
building activity, and the landlords will have to bear the great- 
er part of the tax. Sometimes sucli a tax may be shifted to 
the purchasers of the products sold by the occupier. 

§23. Taxes on monopolies* — The incidence of a tax on a mono- 
polist depends upon the nature of the tax imposed. If a fixed 
tax is levied upon the monopolist, its full incidence will fall 
upon him, since he may be supposed to have already fixed his 

^ See dhu xiii, § 14 . 
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price m as to yield him a maximmii monopoly revenue. The 
aame will be the case with a tax proportioml to the monopoly 
gain. If the monopolist tried to raise tlie price, the equili- 
brium would be disturbed and his gain lessened. He would 
therefore prefer to bear the tax himself rather than change 
the price which according to his calculation is yielding him 
the highest income possible. If, however, the tax is propor- 
tional to the output, the monopolist will try to reduce output 
and raise the price if he finds that he can thus escape a greater 
loss in monopoly revenue caused by the payment of a tax^ori 
a- larger supply. 


Pl’BLTC ExPENDITURB 

^ 24 . Classification of public expenditure.— A study of the ac- 
tual expendituj’e of modern States gives ns the following list P 

(i) The maintenance and etjnijauent of armed forces, 
including jxilice, (a) in peace, and (6) in war. 

(ii) The administration of justice. 

(iii) The maintenance of the ceremonial head of the State. 

(iv) The maintenance of the machinery of civil ftovern- 
ment. 

(v) Public debt charges. 

(vi) Ex{>enditure directly devoted to 'fostering industrv 
and commerce’ (e.g. consular service") and the performance of 
indaslrial and commercial functions, such as the supply of cur- 
rency, condutd of postal service, traiLspori services, etc. 

(vii) Social expenditure on health, education, old age pen- 
sions, j)Oor relief, provision for unemployment, etc. 

There are various other points of view from wliioh public 
expenditure may be classified. 

(i) According to the authority trhich incurs the (Wpcndi- 
ture , — For example in India we have ia) National or Central 
expenditure on defence, currency and other matters affecting 
the general welfare; (h) Provincial expenditure on education , 
roads, justice, police and public works; ic) Local expenditure^ 
incurred by local self-governing bodies, like Municipalities and 
District. Boards, on services which affect the local welfare, such 
as local sanitation, street lighting, local education, water sup- 
ply, local communications. 

It is obvious that there is a certain overlapping between these 
various authorities. Education and communications are in- 
stances in point, all the three types of s]>ending authorities 
being interested in them one way or another. 

(ii) According to the nature of the benefits confene<L 

* Sue Dalton, op. cii., pp. 194-5. 
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(a) special benefits on particular members of tbe 

siKjh as bounties, pensions; or (b) general benefits on all memjf; 

bers, such as general administration, civil works, defence/ 

education. 

§25. Prodnctive and unproductive expenditure.— A distinction 
is usually drawn between productive and unproductive exiiendi- 
ture. Expenditure on commercial undertakings, like rail- 
ways, irrigation and harbour projects, is obviously productive. 
So is expenditure on education, parks, museums and libraries, 
public health and sanitation, although not so directly as in the 
former case. 

The best example of unproductive expenditure is the large 
amount of revenue spent on armaments and war, although it 
is not easy to maintain that such expenditure is in every case 
superfluous or unnecessary. It is, however, desirable to beep 
it as low as possible. Exjienditure on police and internal se- 
curity and the administration of justice falls into the same 
class, but is inevitable and necessary for preserving that secur- 
ity which js the first condition of economic progress. 

It is hardly necessary to point out that simply because a 
certain item of expenditure is productive, it does not follow 
that the State would be justified in incurring it. It is only 
when State expenditure is likely to promote the general wel- 
fare more effectively than private expenditure that State inter- 
vention is desirable. Wc must also carefully consider whether 
any benefit conferred by Government expenditure is not out- 
weighed by possible adverse effects on saving and growth 6f 
capital due to the taxes levied to secure the necessary funds. 
§26. Public ex^nditure in relation to distribution of wealth. 
— ^Expenditure incurred by tJie State has important effects on 
the distribution of wealth. Old age pensions, minimum wages 
laid down by law, cxjienditure on the education of the masses, 
public amenities such as parks and museums financed by the 
progressive taxation of the rich , etc. , tend to have a far-reaching 
influence upon the distribution of income and supply a correct- 
ive to the glaring inequalities of wealth under the present 
economic organization. Here again the effects of such exj.iendi- 
ture on the industry of the classes who receive the benefit 
and on the savings of the classes taxed must be weighed care- 
fully. 

§27. Theory of public expenditure and of {{ovemmontal func> 
tions. — We may conclude the discussion of public expenditure 
by a brief exposition of tbe theory of public expenditure, which 
is closely bound up w ith the theory of governmental functions. 
The older English writers (.Vdam Smith and the classical school 
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^ iwolitksal ecommy in England) failed to develop a theory of 
dipenditure, as their Mssez-faire ideas set very narrow limits 
to the fnnctions nndertaken by Government. The sole dnty 
of the State, they thought, was to protect the life, liberty and 
property of individuals from violence or fraud. All expendi- 
ture by the State beyond that necessary for the preservation 
of the community against internal disorder and external ag- 
gression was held to be sheer waste and an undue burden on 
the community. The individual, it was assumed, understood 
his own interest best, and the best way of achieving the great- 
est good of the greatest number was to leave every individual 
absolutely unhampered to pursue his own interest as he under- 
stood it. The function of the Government was limited to pro- 
viding the necessary conditions for the exercise of individual 
liberty. For about a century (from the middle of the eigh- 
teenth to the middle of the nineteenth century) this theory of 
Governmental functions was dominant. But the grave social 
evils which were seen to follow under a laissez-faire regime 
lent great joint to the vigorous criticism to which it was sub- 
jected from a socialistic angle, and the net result has been a 
great extension of State activity. We may be said to be face 
to face today with Wagner’s ‘Law of increasing State activi- 
ties’ according to which there is a persistent tendency both 
towards an extensive and an intensive increase in the functions 
of the State. ^ One reason for increasing State activity is that 
the State has greatly improved in modern times in its effi- 
ciency, and its sujieriority for many purposes over private agen- 
cies is being more readily admitted. Again, certain modem 
developments, especially the striking growth of towns, has 
made it necessary for the State to assume new functions, e.g. 
with regard to public health and hygiene, which could not 
well be left to private enterprise. 

Under socialistic influences, public expenditure is being 
freely incuired to supply various amenities of life to the mass- 
es, such as parks, museums, art galleries, libraries, free pri- 
mary education, free medical inspection of children, etc. The 
last war was a powerful influence making for a great extension 
of the sphere of State activity and exjienditure, and the tend- 
ency has been further strengiliened by the present war. The 
economic depression after the year 1929 and the apparent help- 
lessness of private enterprise in bringing about revival has 
called forth economic plans on a comprehensive scale initiated 
and enforced by the State. We may leave out as exc>eptional 
the case of Bussia wilh its famous five-year plans. But even 

* Bee Dalton, op. cit., p. 19t. 
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in the old capitalistic ootjntries, based on individualism and 
private property, the State has found itself compelled to under- 
take new functions and expenditure— witness the American 
experiment of the New Deal launched by President Eooseve^. 
The growth of the spirit of economic nationalism and the um- 
versal quest for economic self-sufficiency are also tending to in- 
crease State activity. Much of this restless activity- may be on 
the whole necessary and beneficial. But on the debit side we 
must count the inconveniences and dangers attendant on it. 
Firstly, there is danger of a vast State bureaucracy being call- 
ed into existence and a large army of State employees pressing 
their claims for specially favourable treatment. It is also a 
-question how far the economic arts can be maintained with 
the progressive narrowing down of private enterprise. Another 
grave aspect of the matter is the rapidly growing increase of 
State expenditure with its accompaniment of heavy taxation, 
which may have an adverse reaction on trade and industry and 
-on the growth of capital. Further, we must consider the harm- 
ful tendency towards public extravagance which in some cases 
may have a positively demoralizing effect. For instance, the 
system of unemployment relief, unless carefully watched and 
controlled, may seriously weaken the moral fibre of society. It 
IS very desirable that public expenditure should not exceed the 
taxable capacity of the people. It should also be remembered 
that the need for economy and avoidance of waste are at least 
as great in public as m private expenditure. 

§ 28 . Economic functions of the State.— From tlie foregoing 
survey, it will have been clear that the economic functions of 
(Government are becoming wider and wider. Even the non- 
economic functions, such as defence and justice, have general- 
ly an important economic bearing. We shall, liowever, now 
consider the functions that are direcilij economic. 

(i) In the first place, ihe State may itself own and man- 
age economic enterprises. These enterprises are of growing 
importance in the sphere of central as well as local Govern- 
ment. When local authorities undertake such enterprises, it is 
referred to as Municipal Socialism or Municipal Trading. The 
manufacture of armaments and munitions, which are vital for 
national defence, must be directly under State management. 
Certain monopolies — like the Post Office, currency, the supply 
of water, gas, street traction — are passing more and more into 
the hands of the State, the justification being that if they are 
owned and managed by private jwople, sericnis abuses are 
likely to creep in, and State regulation may be difficult, if not 
impossible. Or again, the State may justifiably own and man- 
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age necessary enterprises to whieli private capital is not likelv 
to be attracted or in which the return to capital may be jm- 
tant and nncertain. Examples of this are railways and irriga- 
tion works in certain areas, afforestation, road-makings etc. 
Lastly, the State may be called upon to undertake as pioneer 
certain industries in order to prepare the way for subsequent 
private enterprises. 

(ii) In the second place, the State vuiy seek to regulate 
certain economic activities under private enterprise. We have 
already referred to the need for controlling sncli social mono- 
polies as are left in private hands. Anti-adulteration laws offer 
another example of State regulation, as also factory logisla- 
tion and the regulation of wages, Workmen’s Compensation 
Acts, marine regulations, and the regulation of weights and 
measures. ^ 

(hi) In the third i>lace, the State may encourage certain 
economic activities and industries through protective dutie^ 
and bounties and subsidies, Government purchases of private 
stores, Imperial Preference, Trade Agreements, etc. 

§29. Social activities of the State. — These occupy an inter- 
mediate position between non-economic functions such as de- 
fence and justice on the one hand, and the economic functions 
of the State on the other. General and technical education, 
provision of parks, libraries, village uplift, public health, hous- 
ing schemes for the benefit of the n^orking classes, poor relief, 
unemployment allowances and social insurance — all these activi- 
ties improve the economic efi&ciency of the people in the long 
run and therefore the outlay of State funds on them is more 
than merely humanitarian in character. 

Public Debt 

§30. The nature of public debt. — The fiayment of interest and 
the repayment of the principal thereafter form part of public 
expenditure until Ibe debt is cancelled. In case the loan is 
used productively it may create assets which may become avail- 
able in time to meet these charges. Or at least they will bo 
there sooner or later to reimburse the national exchequer for 
the expenditure incurred. There will of course be nothing to 
show against loans for unproductive purposes like war, and the 

^ ‘Perhajpa the State is most useful as a uieans of providing standards; this is 
positive work of great value. . , The State provides standards of w'eights and 
measures, of purity, e.g. milk, and of money.’ — Briggs and Jordan, op. cit.j 
pp. 355-6. Here the object of State intervention is to pie\ent abuses of pri- 
vate enterjirise and to ensure fair play to, and the safety of, the consutner 
or the worker. 
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additioBal taxes that will be Becessary for repaying them repre- 
sent a dead loss to the nation. 

Historically^ public credit may be regarded as the develop- 
ment of private credit; in England, where the King was both 
in theory and in practice the financier of the nation, the secur- 
ity for State loans was originally his personal credit. The re- 
pudiation of debt by Charles II compelled Parliament to inter- 
vene and assume control over the national debt. The Bank of 
England (1694) had its origin in a public debt transaction. 
The growth of Parliamentary control together with the econo- 
mic advance in England led to a striking development of the 
National Debt. 

Public credit differs in two w^ays from private credit, (i) On 
account of its sovereign power the State may command where 
private persons may only persuade, as in the case of forced 
Joans in the past. Nowadays, however, the State seldom uses 
its sovereign power in this manner. The rise of constitutional 
government and the offer of the general revenues of the State 
as security have greatly improved the credit of the State, which 
is now generally able to borrow witiiout using any kind of 
force and on appreciably cheaper terms than individuals or 
corporations (except m countrieH suffering from chronic anar- 
chy and misrule, as some of the South American States). 

(li) Secondly, public credit is relatively more lasting than 
private credit since the State is a corporation that never dies, 
and therefore the State can borrow more easily than indivi- 
duals can for distant objects and long periods.^ 

§31. Uses of public loans* — We may now’ h^dieate some gener- 
al principles wluch should regulate }>uhlic borrtiwings. 

(i) In the first place, temporanj loans may be floated to 
meet an unforeseen or casual deficit, — It would be imwhse to 
disturb the taxation system for such purely temporary pur- 
poses. Short-period loans (e.g. in the shape of Treasury Bills) 
are also justifiable during jienods of slack revenue collections, 
as in the sowing seasons in India. It is, how^ever, a most un- 
sound financial practice to meet continual deficits by short- 
term loans (as in the case of tiie Government of India's defi- 
cits during 1918-23). Such accumulating temporary debts must 
eventually be ‘funded’, i.e. arrangements must be made for 
the payment of the interest charges and tlie capital sum. 

(ii) Secondly, public borroicing is necessary to meet an 
emergency like war, — Historicall} , war has been the principal 
cause of national debts, and the present war is responsible 
for a stupendous increase in them iu all the belligerent countries. 

^ Nicholson, op. cit., vol III, p. 405. 
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§32. Mmi stoilU isi9X be fliiaRced?---There has been some oob- 
5lH>tersy as to how far wars should be fiuaucad by loans and 
bow far by taxes* 

(i) The greatest argument for war loans is that it is quite 
impossible to depend on taxation alone for raising the enor- 
mous sums necessary to conduct a modern war. (ii) Further » 
when a war is actually in progress it is necessary to keep up 
the morale of the people. If taxation is oppressively heavy this 
-object will not be fulfilled, (iii) Lastly, it is not just to throw 
the wdiole burden of the war on the present generation by rais- 
ing the necessary money by taxation alone. A war may be 
supposed to be fought in the national interests, affecting future 
generations also, and therefore they should be made to shoulder 
some part of the burden by being called upon to pay the in- 
terest charges and repay the principal of long-term loans. 

As against these arguments, it is contended that : (i) War 
expenditure should be financed mainly by taxation, since un- 
der the influence of patriotism people are willing to bear heavi- 
er burdens than m peace time, and it is wholly legitimate to 
take full advantage of this spirit of self-sacrifice. Also, such a 
policy would exercise a much-needed check on private extra- 
vagance during a time of national peril, (ii) Secondly, war 
loans under the present monetary and banking system tend to 
bring inflation of currency and credit, and therefore a sharp 
rise in prices and all the disturbing consequences that follow 
m the wake of a depreciated currency.’ The subsequent re- 
action and fall in prices are equally disturbing and inconveni- 
ent to the community at large. It is therefore much better to 
raise the necessary money by taxation, which has the further 
advantage that it saves the nation from the millstone of high 
interest charges and heavy post-war taxation to meet such 
charges. The burden of these charges is felt to be particularly 
hard to bear because the loans are for purely destructive pur- 
poses and create no assets, (iii) Thirdly, as regards the con- 
tention that future generations should be made to pay at least 
prt of the burden, in the first place, it may be questioned how 
far it IS just to saddle jiosterity with iJie mistakes of the present 
generation. Even assuming that it is just to do so, there is 
the economic aspect of the matter which cannot be ignored. 
Since a war means so much sacrifice of existing wealth, mater- 
ial and non-material, the main burden of it must fall on the 
present generation. It cannot be shifted to posterity. In so 
far a$ the war is financed by internal loans the only result 
would be a change in the distribution of the wealth of future 

^ See ch. x, §§22 and 34. 
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jgenertbtioBs as eompaared to tltat oi the present generation, the 
war4}ond holders of future generations being favoured at 
the cost of the other citizens. It js only by raising external 
lOBiBs that the burden of war can be to some extent placed 
on future generations. It is of course necessary not to push 
taxation to such limits as to make people lose heart when a 
war is on. They must not, on the other hand, be encouraged 
to pursue an unduly aggressive or extravagant policy, and there 
18 nothing like taxation to foster sobriety in these matters. 

Weighing the pros and cons we come to the conclusion that 
we have to resort to taxation as well as to loans. The tendency 
to resort too readily to loans must be resisted. It is desnable 
to push taxation as far as it will go for financing war expendi- 
ture. 

§33. Loans for pradactive and unprodactiTO objeots.— A very 
important use of public borrowing arises in connexion with 
public works, which may be divided into two classes : (i) Pro- 
■dnctive works like the Indian (commercial) railways and irriga- 
tion canals; and (li) Unproductive works, such as public 
buildings or technically unproductive objects like education. 
Loans for financing productive works hardly need justification. 
They are self-liquidating or reproductive, i.e. they create suffi- 
cient assets in the long nin to pay both interest charges and 
the prmcifial. hloreover, they add to the productive resources 
of the community and promote its economic development. 
The duration of these loans should be regulated by the period 
during which the benefit of such works is expected to last, and 
their repayment should be spread over this period, being effect- 
ed in suitable instalments. The same purjxise could be served 
fay providing for a sinking fund calculated to provide at the 
end of a certain fieriod an amount sufficient to repay the loan. 

As regards unproductive loans for financing public build- 
ings, parks or museums, education, etc., the older economists 
were inclined to disapprove of them on the ground that such 
outlay did not directly pay its way. Modern economists take 
a less conservative view and are prepared to allow the use of 
loan funds on the broad grounds that such expenditure is cal- 
culated to promote the economic taculties of the nation and 
that the return is more thaji sufficient m the end to cover the 
initial outlay. 

§34. Internal veroos external loans.— In the end it may be 

added that internal loans should be preferred to loans raised 
abroad. The former involve a mere redistribution of wealth 
in the country itself. The latter may lead to politica.! and other 
complications. At the same time, when capital is not avail- 
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Bibl^ WitbiB B couBtry there is bo haiiB ui raising xt abroail 
subject to proper safeguards 

StIMMABY 

The treatment of Public rmance falls into four divisions <i) Public reven* 
ue, (u) Public expenditure (mcludiog the economic functions of the State)^ (in) 
Public debt, and (iv) PinaiKial admimstiation The last being an admimstra 
tive question is omitted here 

There are three mam systems of Public Finance (i) The system of pre^ 
deiermined income, expenditure being adjusted to income, (a) The system of 
piedetermmed expenditure income being adjusted to expenditure, (ui) The 
commercial system, under Mhith neither income nor expenditure is fixed before- 
hand 

PuBiTc Eevemje 

The sources ot public ie\enue can be divided into the folio wmg classes 
(i) Direct revenue or non-taxation revenue, (u) Derived revenue, le revenue 
derived from the income of citizens by means of taxes, fees, etc ; (in) Antici- 
pated revenue (public debt), (iv) Miscellaneous, le tributes fines gifts, cur 
reni'y profits, etc 

Taxation 

A tax is a compulsory contribution of the wealth of a peisou or body ot 
persons for the service of pnhlxc powers The contribution is (i) cornpuhory 
(u) may be m the form of money or goods or services, and (in) used tor pux 
poets of general utility, no attempt being made to return to eveiy individual 
tax|>ayer benefit exactly equivalent to what he pays as tax 

I nlikc a tax, a fee is a tohntary payment for a ijieoj/ic benefit lemvtd 
the individual paying the fee 

The canons of taxation are (i) equality, (jj) certainty, un) convenience, 
(iv) economy, (v) productivity, (vi) elasticity, and (vu) mmpljcitv 

The canon of equality is of great theoretical importance and is the parent 
of a number of distinct theories, such as (a) the equality of sacnfic^e theory, 
(b) the faculty or ability theoi}, (c) the benefit theory, and (d) the social func/- 
tion of taxation theory. 

According to the equality of ^amfiu theory, the sacrifice asked for by the 
State trom difitrent individuals should in fairness be equal As applied to 
income-tax, this theory ofieis justification for the widely prevalent practice of 
(i) exempting a certain minimum income from taxation altogether, and (u) 
adopting the prmciple of progression The same practice can also be justified 
with reference to the theory of faculty or ahtUiy, which sets out not to equal 
ize sacrifice but to exact iiom different taxpayers what each can afford The 
equality of sacrifice theory is subjective because it concerns itself with the 
feelings of the taxpayer The faculty theory is objective because it concerns 
itselt With an objective fact, namely, the ability of the taxpayer to pay more 
or less 

As regards progressive taxathn, those who advocate it lely mote on the 
equality of sacrifice theory than on the faculty theory, and from this point* ot 
view the objections raised against it are that it i« impossible to measure tht 
degree of sacrifice in each case 
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Other abjectiojis are that emc© ue nat discriminate between the rich and 
the poor in other things (e«g. in the market the rich and the poor alike pay 
a certain fixed price for any given article) there is no reason why we should 
diseriminat© in taxation^ If it is said that by taxation we want to redress 
the inequalities of distribution the retort is that the proper object of taxation 
is revenue and not social justice. 

In spit© of these objections the rase for progression is strong. In giving 
practical effect to it, however, the usual precautions (which apply to all taxa* 
tion whatever) should be borne in mind. Taxation ehonld never be so heavy 
as to injure the motive for saving and strengthen beyond control the desire to 
^evade. 

The hevefit theory does not offer a sufficiently broad basis for taxation, and 
if pushed to its logical conclusion may lead to various absurdities. 

The social function theory calls attention to the fact that although the main 
object of taxahou is and ought to be revenue, it may to some small extent also 
he used for various desirable social purposes. 

Other practical rules of taxation are that the taxpayer should not be left 
m any doubt as regards what and when he has to pay, and his convenience 
jshould be eousuUed as far as possible. Again, the C/Ost of collection should 
hear a reasonable relation to the amount collected, and taxes should be pro- 
ductive rather than numerous. 

These various rules and canons are for general guidance. It iff impracticable 
to ensure obedience to all of them in ihe case of c\cry single tax. The taxa- 
tion system as a v\ho1e, however, should be regulated in the light of these vari- 
ous principles 

Taxable copaaty . — Taxable capacity is wealth produced minus W’e-alth con- 
sumed phu wealth used for replacements, lepaiis and renewals. Taxable capa- 
city increases or decreases according to whether the public revenue is well or 
ill used. Taxable capacity further depends o) on the size of the per capita in- 
<'onie; (ii) on wdicther the distribution of wealth is even or uneven (uneven 
distribution—however objectionable in other w^ays— increases taxable capacity). 

Direct and indirect faxes . — Direct taxes fall and are intended t<o fall on the 
persons from whom they are collected. Indirect taxes are in the first instance 
collected from one set of persons, but they are shifted, and are intended to be 
shifted, t,o another set of persons. 

Direct taxes have the advantage of creating a sense of responsibility among 
those who psy them. They also check Governracntal extravagance and are 
easier to grade so as to distribute the burden of taxation equitably. 

Indirect taxes are less difficult to administer and less expensive than direct 
taxes. Again, if it is a sound political principle that every citizen should be 
made to contribute something towards the expenses of the State, this principle 
can conveniently be enforced only if we rely upon certain indirect taxes. 

On the whole, however, direct taxes are to be preferred, and their predomi- 
nance may be taken as an index of advanced economic, political and social 
development. The great point in favour of indirect taxes is that they enable 
governments to raise a considerable levenne without exciting discontent. This 
is, however, not an unmixed blessing, 

. The impact of a tax is on the person who first pays it ; the incidence is on 
the person who ultimately bears it. 
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In ftlin case of direct taxes, and incidence are intended to be an the 

aanie Fcrson or Fereons (tbougb tbe intention may not altfogetlier be fnltlled), 
la indirect taxes, &e intention is that the original payer abonld abift tbe 
burden to someone else (though here again facto may not precisely correspond 
to intention). 

As between buyer and seller, if demand is elastic, the burden of a tax 
tends to fall on the seller; if supply is elastic, it tends to fall on the buyer. 

The manner in which the price of a taxed commodity is affected will depend 
upon the relation between rolume of production and cost of the commoditj . 

If along with a commodity, substitutes for it are also not taxed, the tax 
will be paid mostly by the seller. 

A on 'eoonomc rent' cannot be shifted by the lendlord on to either the 
tenant or the consumer. 

The incidence of taxes on huildmys depends upon the relative intensity of 
supply of and demand for buildings, about vhich generalization is not possible. 

A fixed tax on monopoly profits will be paid by the monopolisl. A tax pni- 
portioned to output may fail partly on the consumer. 

Public Expenditure 

Public expenditure falls under the following main beads : (i) Internal and 
external security; (li) Maintenance of the machinery of Government; (lii) Sei*' 
vice of debt; (iv) Industrial and commercial funetioius; and (v) Social expend’ 
ture. 

It can also be clasnified (i) according to the authority incuning it, as na- 
tional, provincial or loc'al; (ii) accoiding to whether its benefits are general or 
reach particular groups of peoph*: and (in) according to whether it is produc- 
tive or unproductive. 

Public expenditure niav have far-reaching effects on the ptocluction and di^* 
tribuiion of wealth. 

The field of public activity and public expenditure has been greatly en- 
larged in recent times owing to (i) the general abandonment of the Utssez- 
fa ire policy; (li) the greater efficacy of State activity as compared to private 
activity in certain important matters; (inj the influence of socialistic thought; 

(iv) the challenge of the world-wide economic depression from 1929-37 ; and 

(v) the growth of economic nationaUsm. 

Although much of this State activity may be necessary, the individimlist's 
obiectioDs have not altogether lost their point. The dangers to be guarded 
against are (i) Ked-tapeism and a grasping and selfish bureaucracy; (ii) Deteri- 
oration in the arts of pioduction due to the weakening of individual initiative, 
and the restriction of the scope for private enterprise; (in) Public extravagance 
and expenditure pandering to the populace and demoralizing it. 

The economic functions of the modern State can be enumerated as follows ; 
(i) Enterprises may be owned and managed by the State directly, e.g. some 
of the railways in India; (ii) The State may regulate private enterprise in 
the interests of the public; and (iii) The State may encourage certain private 
economic activities. 

In addition 1o these functions, the State usually undertakes a number of 
otlier functions not in themselves economic but tending to improve the econo- 
mi(‘ elficiency of the people through education, sanitation, etc. 
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ftmtc I)m 

All motlem State® have a l^rge ptibbc debt, partly produ^^ive and partly 

unproductive. 

A» a logical corollary of the theory of State eoveieignty, the State can raise 
forced loans, which private individuals cannot (modem States^ however, ac!.* 
dom exercise this power). 

Public debts can farther be of much longer duration and can generally be 
raised at more favourable rates than private loans. 

Temporary loans are justifiable for meeting temporary deficits But li i» 
not a sound practice to have constant recomse to shoii-tenn loans for meeting 
budget deficits* 

Modem wars are so expensive that it is impossible to finance them wholly 
bv taxation* Any attempt to do so is hkelv to be futile and to lead to discori 
tent and depression of spiiits and seriously to prejudice the prospects of vie* 
tory On the other hand, as much money as it is possible to laise without 
bringing about these evils should be raised by taxation since it is good that 
{>eople should realize that war involves sacrifice Full advantage should also 
be taken of the patriotic willingness of people during war-time to undergo 
sacrifice It is further necessary to mimmire the evil economic consequences 
of excessive public loans. 

Both productive and unproductive loans are neceesan foi the Riutc to be- 
able to discharge its functions properlv 

Loans should as far as possible be internal rather than exleinal 
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UNEMPLOYMENT AND THE TRADE CYCLE 


§1. Unemployinent.— UBemploymeiit may be regarded as the 
shadow side of economic progress. The unemployment prob- 
lem in its present form is a fij>ecial pioduct of the Industrial 
devolution. Up to 1914, the margin of unemployment in 
England varied from 2%, even at the height of industrial 
prosperity, to 12% in times of economic depression. Between 
the wars (1918-1939), however, unemployment assumed much 
more alarming proportions in many countries of the world. ‘At 
the beginning of 1932, there w^ere at least 25,000,000 unemploy- 
ed in Europe and America, and this total was at least four 
times as great as the total three vears before.’^ This estimate, 
it may be remarked, leaves out of account the unemployed in 
the countries of other continents. 

§2. Causes of unemployment. — The adverse effects — social, 
economic and political — of unem}>loyment are obvious. Apart 
from individual hardship and the sense of economic uncertain- 
ly caused by it, prolonged unemj>loyment affects disastrously 
the efficienc} of workers and saps the moral fibre of society. 
The grave discontent it genei-ates is also fatal to social and 
political stability. 

In the first place, we may distinguisli between unemplo}- 
meat in particular trades and imemployrnent of a more general 
character affecting man} trades and several countries simul- 
taneously. 

As regards unemployment in particular trades, there are 
certain seasonal trades such as agriculture, building, cotton- 
ginning and fishing, in which demand for labour is also natur- 
ally seasonal. India being primarily agricultural, such seasonal 
unemployment constitutes one of its major problems. During 
the slack season in agriculture, especially in areas of dry farm- 
ing, the cultivators and agricultural laliourers have no work 
for about four to six months in the year. Inter-trade adjust- 
ments and a well-regulated and brisk contact between town 
and country life may mitigate io some extent the hardships 
arising from this kind of unemployment. In India the problem 
is particularly acute owing to the absence of subsidiary occupa- 
tions.* 

^ Cole, op. dt., p. 311. 

* See ElemenU of Indian Eeonomtny ch. hi, §16. 
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Changes «/ foMM and taste, wfefeh particalwly a&ct tlie 
textile end Inijcary tradeSj and tlie introdttction of'«e*p pnmsees 
md 0f l&bmt'isamng moGhinery are other causes of maladjust- 
ment and unemployment. Owing to constant fluctuations of 
demand which cannot be controlled, a fluctuating but petma- 
nent margin of unemployment appears to be inevitable in the 
modem economic system. A certain percentage of ‘waiters*, 
or a reserve of labour, seems to arise which is drawn upon more 
or less by industry according to need. Between the ww 
(1918-39), the rapid spread of rationalization of industry, 
especially in the U.S.A. and Germany, has been responsible 
for a good deal of unemployment. 

1 3. The trade cycle in relation to nnemployment.— A more 
serious problem is presented by widespread unemployment of 
a general character affecting practically all industries in all 
countries simultaneously. There are widespread f>eriodic move- 
ments of trade depressions which alternate with business pros- 
jierity and booms, in a definite rhythm based on the internal 
working of the economic system. Before the 1914-18 war, 
it was observed that economic depressions or crises occurred 
roughly once every ten years. Latterly, this ‘trade cycle’ 
seems to have shortened, and its duration appears to be now 
.seven rather than ten years. The depression after 1929 was 
not wholly due to the usual pcnmhcal turn in the tide of pros- 
perity, Various new factors aggravated if not originated it, 
such as the inflation of the main currencies of the world after 
1918, war debts, reparations and the dislocation of nonnai 
economic life caused by them, the collapse of industries like 
the engineering and steel industries which had been over- 
stimulated during tlie war, the network of tariffs, and other 
commercial barriers. 

§4. The trade cycle. — Tiade and indimtiy are to be imagined 
as perpetually revolving through a senes ol phases which to- 
gether constitute a cycle. When one cycle is completed, another 
one begins, reproducing tlic same general features following 
each other in substantially the same sequence. The descrip* 
tion of the cycle may be begun at any of its different stages. 
iPor example, let us suppose we begin at a ixiint where trade 
and industry are showing signs of recovery after a period of 
depression. Prices and profits are rising and production is 
being extended, especially in the case of industries producing 
capital goods (e.g. iron and steel). Since wages, interest and 
other fixed charges do not rise as fast as prices, empkjyem, 
producers and business men are experiencing a boom. There 
IS everywhtte a spirit of ojSiimism, and optimism in course of 
i-aa 



tiine litgeBemles ii^te a siririt of gambling* Exoessiw 3rWte %m 
TOsotii:i<i oompaniefi are floated, and the prooeaa k o^iade 
ali the easier because credit is made too freely available by 
banks for financmg all kinds of ventures — ^the banks, like 
everybody else, being affected by the all-pervading spirit of 
eKoessive buoyancy and hopefulzaess. But eventually trouble® 
begin to appear* Wages and other costs rise; profit margins 
are cut down; inefficient business units, after a brief spell of 
hectic existence t begin to toller; bankers get alarmed and 
restrict credit by raising their money rates; stocks accumu- 
late; prices fall; business concerns are paralysed, and unem- 
ployment becouics widespread and acute. The |)eriod of de- 
pression thug begins, its advent being usually signalized by 
the failure of one or two large busine8>s concerns or financial 
houses. 

This depression sooner or later supplies its own correctiveH, 
The very curtailment of business activity leads to the gradual 
deflation of stocks; and after a period of quiescence, character- 
ized by low^ prices and low costs, business activity ig resumed 
under the pressure of corisumers’ demand and the renewal of 
business confidence. Employment exptinds, bank credits begin 
to be reissued, and the cycle begins its upward movement 
again. ^ 

§5. Theories of the trade cycle. — Economists are divided 
among themselves as regards the exact causes of the trade 
cycle. Various theories have been put fojward from time to 
time, and some of these are given below : 

(i) Physical theory. — This was suggested by W. »S. 
Jevons and is known as the ‘sun-siKit theory’. According to 
Jevons, economic crises occur owing to the periodic appearance 
of spots on the surface of the sun affecting meteorological 
conditions and, through them, harvests and agricultural 
production. Agriculture being the basic industry, all other in- 
dustries and economic activities are also affected. This theory 
stands discredited today on the ground that it exaggerates the 
climatic factor and ignores financial, industrial, and social 
causes of trade fluctuations. 

(ii) The psychological theory , — According to this theory, 
trade fluctuations arise owing to the rhythmic movements of 
the human mind. In business as elsewhere the human mind 
is subject to waves of elation and depression. Business men 
like others, are subject to the herd instinct. Optimism breeds 
further optimism, as iiessimism in one quarter gives rise to 
pessimism in others. We thus get the upward and the down- 
^ 8«e Bneifchpwdia Britmnicmi llth isd., vol xii, article on 'tJaei! 3 |i%jiientV 
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ward movemmis <rf the trade cyele. Thaa industeiBl flactaa- 
tkrns arise owing to errors of over-cwnfidence and aiscaloita- 
tioiis regarding demand, and when the inevitable depressioo 
sets m it is aggravated by excessive and often unjvmtiiable 
pessimism. 

This psychological explanation doubtless contains an ele- 
ment of truth,* and it also does succeed in accounting at least 
partially for the manner in which the successive phases of a 
trade cycle appear. At the same time we must go behind these 
mental phenomena winch are themselves influenced by certain 
objective factors, like money and credit, affecting industrial 
progress. 

(lu) The fnonetary theory . — Recording to this theory it is 
the defective working of the monetary and banking structure 
that puts our industrial system out of gear from time to time. 
It 18 suggested that the banks, after allowing credit to expand 
to a point, suddenly contract it; thus credit stringency causes 
business stagnation. This theory is generally favoured by 
business men, who are always for a policy of easy money. 
It also enables them to shift the blame for depression on 
to other jieople than themselves. It is true that bankers like 
all men are liable to error, and it is probable that some- 
times they allovi ciedit to expand unduly before crying 
halt. At the '■anie tune contraction of credit may be urgently 
needed whatever immediate inconvenience it may cause, and 
bankers should not be blamed uncritically and indiscriminately 
every time they adopt the policy of contraction, .\fter all, it 
must be remembered that the natural bias of hanks is in fa- 
vour of the exi>ausiou ratliei than the contraction of credit, 
because expansion increases and contraction diminishes their 
Aolnme ot profitable busmes'. If they deliberately onntract 
credit the prcsumiition should be that there are sound reasons 
for such a {xilicy. Nor must we forget that in most countries 
legislation, commonly admit! ed to be necessary, exists by 
which limits are miposed on the expansion of credit by banks. 
Again, so long as credit systems aie to any large extent based 
on gold, variations in the supply of gold will cau.se correspond- 
ing variations in the supply of m<mey and credit, and thtte- 
fore fluctuations in prices, inducing trade booms and depres* 
sions. This question hovrever has already been discus^d in 
Chapter X. On the whole our general conclusion is that while 
monetary factors, by producing disturbances in the paice level, 
cause economic fipheavals, industrial fluctuations cannot be 
adequately explained with sole reference to factors connected 
w'ith them. 



^ jpEiicctii^i/Es OP KconamieB 

Ciir) The iin^er^eom^mpUm (Qtier-smiti^) th$my,-^Thk 
tbmtf iia3 been ably jpropotmded by J* A. fibb^u. He armes 
ibpA in our present economic organisation wages lag behind 
jpricas^ and therefore when trade is expanding and prices are 
risingi business profits increase faster than wages. This results 
in overfiring and over-investment, especially in the construc- 
tional (basb) trades turning out capital goods (Iron and steel, 
engineering, etc.). The demand from the gieat mass of con- 
sumers lags behind and is soon outstripped by productive acti- 
vity, This results in the industrial sj stern being congested 
with unsold products, and business stagnation and unemploy- 
ment ensue. This theory, liowever, does not explain why 
slumps end and prosperity returns, 

G, D, H, Cole suggests that ‘slumps end and business pros- 
perity returns partly because economic progress is the normal 
condition of the modern business world, but also partly be- 
cause either some fortunate event (e.g. fresh discoveries of 
gold, opemng-up of undevelofied areas, etc,) or some fiolicy 
deliberately pursued (e.g. reversal of banking policy in the 
direction of cheap money i)o1jc\) suffices to correct the tend- 
encies making for depression and to bring about a reveTsal’,^ 
There is thus no single all-embracing explanation of the 
trade cycle and the cyclical unemjiloyment that follows in its 
vrake* A number of complex forces are obviously at work. 
We have already showm that under the capitalistic system of 
today, production is undertaken long in anticipation of demand, 
that the producer is often separati^d from the final consumer 
by a long chain of middlemen, and that the cliances of com- 
mitting errors of calculation are great, especially when it is 
remembered that business men are highly suggestible and sus- 
ceptible to the herd instinct. Banking and monetary policies 
operating through price changes and the tendency in modern 
communities to over-save and over-invest play their own part 
in producing dislocations of the economic system. 

|6, Remedies for unemploymeiit,~(i) In the first place, there 
are certain palliatives like Labour E^rhanges which, by sup- 
plying information to piospective employer.s and employees, 
tend to promote the mobility of labour. They are also useful 
in securing the continuity of employment even for labour en- 
gaged in seasonal employments, 

(ii) There is really no way of preventing unemployment 
in particular trades arising from changes of fashion and of 
taste, wdiich are inevitable in a progressive dynamic society. 
What is possible is relief by prompt adjustment, e.g, by en- 

^ Op. Cit., pp* 842-3. 
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^kbliug hbour affected by slackness in one indmtry to 
itself quickly to another industry which may just then ba 
entering on its busy season* 

(iii) So fax as unemployment is due to cyclical fluctua- 
tions* it is not easy to suj^gest preventive measures. Better 
banking and monetary policies and systems, better education 
of busine^ men, increase in useful current public expenditure, 
conscious economic planning by the State, a better adjustment 
between production and consumption, or between saving and 
spending, should all tend to reduce the severity of unemploy- 
ment. Pre-war unemployment was to no small extent duo 
to the sabotage of commercial relations (by tariff barriers, 
dumping, etc.). We may hope, when the present war is over, 
for a better appreciation of the economic interdependence of 
nations and a gradual removal of these restrictions. 

Assuming, however, that industrial fluctuations and perio- 
dical unemployment are inevitable under the p#resent economic 
system, wa must proceed to consider methods of meeting them* 

(iv) It is suggested that eonstnicUm of public work^ vsuch 
as roads, canals, railways, housing, drainage schemes and 
hydro-electric projects, wnth the help of money borrowed by 
the State (by the central Government and the local authori- 
ties), should be undertaken in a jieriod of tiacle depression, 
when private employment shrinks, in order to absorb the 
unemployed.^ The usual criticism of such a plan is that it 
merely leads to extravagant expenditure of public money and 
much waste due to the ineptitude of public administrators 
who have no pcH*sonul interest in the success of the under- 
takings, State provision of wwk on a large scale was under- 
taken in (be slump in the U.S.A,, Great Britain and some other 
countries. Ii> is also justified on the ground that large State 
expenditure on public works in times of persistent trade de- 
pression 18 useful m stimulating private capitalists and entre- 
preneurs, as State ex|Kmditure creates an indirect demand for 
their activities. If such a policy is wisely conceived, it will, 
no doubt, result in the development of national resouteeB. But 
actually tlie schemes may not be well planned or well carried 
out. Lastly, there is a limit to what the State can usefully 
spend and afford to Sfxmd in llns way during a given period. 
§ 7 . Unemployment ineurance*— Unemployment insurance has 
played and is playing a part of growing imjxirtance in giving 
relief to the unemployed, the victims of trade depression, in 

* Lord Keyiiee, wbo is an ardent ^tdvoeat© of public works, bas explained bis 
Bcberoe of attack m cyclical deprassions tbrougb loaa expenditure m such 
works m Ms book* Mmns to Pmpent^^ 
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o6oiitrie$ lilee Great Britain (and in Gfrmany op to the coining 
of tho Naaaa). 

Towards the end of the last century it was reabzed that 
anem|>loymeiit was an insuiable risk and that it was the duty 
of the three main parties concerned — employers, employees 
and the State (the last being interested in the economic wel- 
fare of the nation as a whole) — to bear the burden and to dis- 
tribute it among themselves. Great Britain passed the Com- 
pulsory National Health Insurance Act in 1911, Part II of 
which for the first time provided lor coiiijHiIsory contributorj 
unemployment insurance. The Act ajiplied in the first in- 
stance to seven selected groups of trades jieciiharly liable to 
irregular employment, such as building, mechanical engineer- 
ing and sliipbuildmg. Employers and employees were re- 
quired to make contributions in equal amounts, tbe State also 
addiug its own contribution. Limited benefits were to be 
given to the insured worker who w'as out of employment. 
The new scheme proved a success and was extended in 1916 
to other trades and to workpeople engaged in munition work. 
Owing to the severe depression which set in in IftiO, the 
original scheme was greatly extended in tiiat year, and the 
whole working-class population in industries (the exceptions 
being agriculture and domestic service), numbering some 
12,(XX),000, was compulsorily insured. The scheme was to be 
administered by tbe Ministry of Labour. The pre-(1914)-win 
scheme of National Unemployment Insurance was subjected 
to severe .strain and jiroved inade(|uate to coj>e witli the 19'29 
depression. It therefore had to be supplemented by the as- 
sumption of the greater part of the burden by the State itself, 
which has thus been compelled directly to maintain the large 
army of the unemployed. 

Certain other remedies have also been suggested as a cure 
for employment. They are as follows : 

(i) Provision of technical education so as to tram the 
unskilled to take to skilled trades. 

(ii) A higher school-leaving age, so as to keep out competi- 
tion frmn juvenile labour. 

(in) Short-time working in periods of business stagnation. 

(iv) Compulsory retirement of aged workers (with a suit- 
able provision of old-age pensions for them). 

It is thus clear that just as there is no single cause of un- 
employment there is also no single remedy for it. 

SUMMABY 

Onemjl)loyi»enti i» the nhadow aide of ecoDoauc progresa. It ftSaumed slatia- 
ing diiuBEsioiig diirmg tbe jpoBt'-wai* depression. 



UHBMPtOIMENT ABD THE TRADE OSCDE 3S0 

A& regards cattw* upsntpidpMnti there k itBerwploynaeat i» j^rticulftt 
i^mdes ^wiag to th& demand for labour in them being seasonal* opting to 
changes of fashion and taste, and to mechanissation (or ratio^altoticm) of in* 
4dsfcry» Far more seriohs is the e^dical unemployment of a general diameter 
<.!ansed by the periodic movements of trade depressmn which alternate wttii 
busmeas prosperity (Or boomh)* The 192^ slump was not simply a maijifmta- 
tion of the usual tirade cycle, but was aggravated by a number of evil legacjea 
left by the war of 193448, 

Thexe are various tJieones of the trade cijde : (i) The physical theory, (ii) 
the psychological theory, (nj) the monetary theory, and (iv) the under^consump'' 
tion (over-saving) theory, all partially explaining the phenomenon. 

Various remedies ior unemployment have l>een suggested, such as (i) the 
establishment of Labour Itlxchanges; (u) redief by prompt adjustment; (wi) 
better banking and currenry policies, and economic planning by the State to 
reduce trade fluctuations; (iv) construction of public works by the State; (v) 
unemployment insurance and (vi) other remedies such as technical education, 
raiamg the school-leaving ago, working short time, and the compulsory retire* 
meufc of aged W'orkers. 



TYPICAL QUESTIONS 

I 

INTEOntTCTORT 

I, IS economics ^ Is it a science or an art or both? 

Biseaes the subject matter and «co|>e of economics. How far is econo- 
inicsi useful m the solution of practical problems? Give Indian examples. 

3. (i) ‘Economics is the science of wealth ’ 

(ii) ‘Economics is the study of man m. the ordinary business of hie/ 
(ill) ‘Economics is concerned with disposal of scaice means which have 
allernative usefi/ 

Which of these definitions of economics do you consider the most accept- 
abh and why? 

4, Explain the conception of economic man’ and discuss the validity oi 
the assumptions underlyrng this conception. 

5 Economics has bten ciiticized as a dismal science A\h3ch deals with 
man engaged in the selfish pursuit of wealth Do ^oii agree? 

6. What IS meant by eayiog that economics ‘postulates self-interest of an 
enlightened character’? 

7. ‘Wants — efforts — satisfactions constitute the essence of economics ’ Dis 
cuss. 

8. Explain the deductive and inductive method and ehow why a judicious 
combination of both is necessary in economies 

9 Which is the best method of pursuing economic investigations? 

10 Explain the distinction between an economic law and statute law and 
show how all economic laws are mere statements oi tendencies 

11. ‘The laws of economics are to be compaied with the laws of tides 
lather than with the simple and exact law of gravitation ’ Comment 

12 Explain the traditional divisions of the subject -mat ter of economics and 
indicate the criticisms to winch they have been sobjeited by modern writers. 

13 Discuss the interrelations between the eeveial divisions of economus. 

J4 Indicate the place of economus among the eocial sciences. 

15 Discuss the relation of economics to sociolog} How tar is it desir- 
able to look upon the former as merely a eubdivision of the latter? 

1(5 Examine the relation between economics and politics and ehow how 
far it IB eithei desirable or practicable to keep them apait 

17. In what way ib economics related to ethics^ 

18 ‘There is no antithesis between economics and ethics ’ Discuss. 

39 'VVhat IS mcMint by saying that ‘economics is entnely neutral between 
ends’? * 


ir 

LANDMAEKS OF ECOHOMTC DEVELOPMEKT 

1. Beview the early stages of economic development. Is there any paiii* 
cular chronological sequence to he obfterved in stating them? 
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% DiawtttS tJiiilDt of lodHstnitl criroltiiioii and briog oaf; ibe c1har- 
jadi^i»<ao loalwyes of oaob on© of ih«m. 

S, tb© domofitic aystem "svifcb tb© factory «y»tein^ ^o wbat ©«* 

tent docs th& formst’ system exist m India? (Bee also Elements of fh^^t 
Ecommes, cks* n and iv ) 

i. Discuss til© mam featnm of tb© 0mld system and compare it with the 
cast© p&nohayais m India, (Be© also Elements of hidtan EeonomuSy ch, i )■ 

5, What IS meant by ibe expression ‘Industrial Bevoiution’? Why did 
this revolution brst tabe place in England? 

6, Give a brief account of (i) agriculture, (n) industries j (ni) transport, 
and (iv) trade in England before the Industrial Bevolution 

7* Describe the mam inventions that brought about the Industrial licvolii- 
tion m England and show bow it is almost a universal phenomenon 

8 Beview tlie course of the Induetiial Bevolution m England. 

9 Compare social and ctonomic hfe m England m 1850 with that pre- 
vailing before the Industrial Bevoluhon 

10 Clearly bring out the soual and economic effects ol the Indusinal Be- 
volution. 

11, Indicate the benefits conferred by the Industrial Bevolution, as also 
the evils for iftbicb it is responsible 


111 

ETTNDAMEKTAL CONCEPTS OF ECONOMICS 

1 Define utility (live a classibiiition of utilities and clear!) bring out 
the distinction between free utilities and economic utilities 

2 What are the fimdarnental cbaiaotenstics of wealth*^ What is meant 
by the statement that wealth consists of goods winch possess exclmuge value? 

8 Aie the following wealtli oi not > 

(i) Love of a mother for her child (u) A suigcon’s skill (iii) Good 
health (iv) Goodwill of a business (v) Air hi) Sunlight, (vu) The 
Ganges (vin) Money (ix) Piofessional services 

Give leasona for your answers 

4 Examine Marsbairh claaBifu^lion of goods, and discuss each categoiy,- 
gmng appiopnate illustrations. 

5 Distinguish between individual and national wealth. Give Indian ex- 
amples 

6 Make as complete a list as possible of the items oi the wealth of (i) a 
famiei, (u) an artisan, and (lu) a imllownei m India. 

7. What IS cosmopolitan wealth 

8» Explam the various meanings of the teim income* What is national 
meome ^ 

9 Indicate the i elation between wealth and income 

30 Why 18 value regarded as the central concept of economics^ 

31 Diatmgmeh between vahie-musc, value*m-exchange and intriimic value. 

12 '‘Value i© the result of the social estimates of goods tffecfced by trans- 
ferring them m exchange/ Discuss. 

38. Explain the distinction between (i) value and utility; (ii) value an^ 

price. 
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IV 

CONSUMPTION THE THEORY OF WANTS 

1 . Define consumption and sfiow why it should be studied beCcu^ produc- 
'tion, (Bee also ch i) 

Indicate the relation of consumptson to production and disUngtusli be- 
tween pi’odnctivo consumption’ and ‘final consumption’, (Bee also cii i ) 

B, (i) ‘Consumption is the end of all economic activity/ tn) ‘The exw- 
tence of human wants is the starting point of all economic activity/ Discusa 
4 How far is the multiphtatmu of wants desirable? 

S. Discuss the mam chaiactensties of human wants and ehow how they 
)Ure of basic importance in the study of economics 

6 State and discuss the Law of Dumnishmg Utditj Draw an illustra- 

iivo diaguim Is the law subject to any exceptions ^ 

7 Distinguish dearly between lot»al utility and marginal utility 

8 Indicate tins i elation between marginal utility and pute and explain 
why air or water has little or no value while gold commands a high value, 

9 Apply the concept of marginal utility to the case of money and show 
how it has a bearing on certain problems of taxation (Bee aho ch xvu,) 

XO Explain the Law of Equimarginal Dtility and show how it is modified 
m life by the influence of custom or fashion 
11 On what principle should a peison regulate his expenditure m ordei 
to obtain the maximum satisfaction from it? 

l‘i Discuss the application of the Law of Eqiiimaigtnal Reiurns (Bubstitu 
tion) to production. 

J3 Explain the new comept of Marginal Bate of Bubstiiution and indi- 
cate its significance 

11 Distinguish between necessaries, comfmts and luxuries 
15. Make a list ot necesbanes for e&cieDcy icqmred by (i^ a farm labourer 
nnd (ii) an urban worker m India 
3C ‘What 18 luxury to some is necessary to others ‘ Comment 

17 Analyse the concept of Btandard of Li\mg and how it \ario6 from timo 
to time, class to class and country to country 

18 Show how the low standard of li\mg in India afTects economit effi- 
ciency 

Ifi Show how both saving and spending are noceasaiy for economic stability 
^ Enunciate and explain Engel’s Law of Family Expenditure and indi- 
cate its application to India 

21. What IS a family budget What are the mam items included in it'^ 
’Give any typical budget you may have studied 

22. Examine the uses ot a study of family budgets to (i) the householder 
and (u) the economist. 

23 Elucidate the doctrine of consumer’s surplus How far is it possible to 
measure this surplus m terms of money? What is the practical use of the 
4octnne? 

24 Wliat IS meant by ‘demand’ m economics? Distinguish clearly be- 
tween individual demand and market demand for a commodity 

25 Construct a Market Demand Schedule for sugar, showing separately 
the demand of the nch, middle and poor classes. Illustrate your answer by 
4rawmg approfmate demand curvee. 



TiPICASL <JIJBSTI0N8 86S 

^0* Explain tile of Demand and its relation fcn iUte pripcii^lft 

of nfeiiity. 

27 . Distingniefa between elastic and inelastic demand witii the help of de- 
mand curves. 

is. Deftermine tke nature of demand in the following cases: (i) necessar- 
ies; (ii) luxuries; (iii) a commodity having several uses; and (iv) when an 
article is ofered at very high or very low prices. 0ive appropriate illustra- 
tions. 

29. Explain the mode of measuring elasticity of demand. Bliow bow elas- 
ticity influences determination of value. (See also ch. ix.) 

80. Discuss tbe factors which bring about a change in demand, indepen- 
dently of changes in price. 


V 


rEODtTCTION: LAND 

1, Explain the meaning of production and classify the various productive 
oncupatians. 

2. ‘Man produces and couaumes utilities only.’ Discuss, 

3, Distinguish between form iitilitiCH, place utilities and time utilities, 

4. W'hat are the functions performed by middlemen? Are these sufficient 
to justify their inclusion in the category of productive workers? 

0. Explain the distinction between productive and unpioducfcive labour. 
Is there any unproductive Ikbour at all? Give illustrations. 

6. Indicate the various factors of production and show which of them 
should bo regarded as the primary factors. 

7. Indicate the criticisms to which the traditional classification of the 
factors of production have been subjected. 

B. What IS meant by ‘land’ in economics? Distinguish it from capital. 
(Hec also ch, vii.) 

9. Examine the influence of natnial resources on the economic welfare 
-of a country. Draw your illustrations from England and India. 

10, ‘Nature is the \ery foundation ol economic life.’ Comment. 

n. State and examine the Law of Diminishing Eeturns and" indicate the 
.qualifications to which it is subject, 

12. Explain the extensive and intensive aspects of the Law^ of Diminish- 
ing Beturns, Draw an illustrative diagram. 

13. Examine the significance of the Law of Dimimshing KeturuH and iiv 
.dicate its bearing on (i) the Malthustan theory of popuktion and (ii) the 
theory of rent, (See also chs. vi and xiii.) 

14. ‘While the part which nature plays in production conforms to the Law 
of 3>imimshing Beturns, the part which man plays conforms to the Law of 
Increasing Beturns.’ tkimment* 

15. Examine the operation of the Law of Diminishing Beturns in the caae 
<if (i) building sites; (ii) mining; and (lii) fisheries. 

10. Explain the terms (i) 'dose of labour and capital’; (ii) ‘jparginal knd’; 
and (iii) 'extensive and intensive methods of cultivation’. 

17. Does the Law of Diminishing Beturns also apply to factors of pro- 
duction other than land? 
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VI 

PEODDCXION- LABODB 

1. JMae labotir aad ©teei xiis fncdamental characteristics* 

^ame Some acfeiviliea which do oot constitute labour m the ccjouomie 
fieuse* 0ive reasons for your answer* 

S. ‘1%© fundanoeutal prpbkms that arise in economics are concerned with 
the relation between unwelcome exertion, and the remuneration which induces 
that esei*tion.’ Discuss. 

4. Bxamin© the several factors which aftett the c&ciency of labour* 

5. Show why the Indian labourei is, as a rule, less e&cient than the Bng- 
lish or Japanese worker. 

6 Examine the relation between wages and efficiency and explain the 
paradox ‘cheap labour is dear labour . 

7, Discuss the Malthusian theoiy of population and indicate the modifica- 
tions it needs to make it fit m with present-day conditions 

8, The problem of population is not one of mere sue m relation to food 
eupply but of e^cient production and equitable distribution.’ Discuss. 

9 Do you agree that the Malthusian theory of population has lost its 
terrois for modem eociety ? 

10. Distinguish between positive and pieventiv© checks and indicate your 
choice, giving full reasons 

11. Explain the concept of ‘optimum population’. To what extent is it an 
improvement upon th© earlier population theories? 

112, Examine the factors which determine the densit) of population, giving 
illustrations fiom , England and India. 

13. Wliat inferences can you deiive from the fact that England has a den- 
sity of IJ.b.A 41, India 19fi, Bengal fi4b? (Stic also EUmenfs of Indtm 
EwnomiCSf ch i ) 

14. What IS meant by mobiliiy of laboai * W’’h) is labour geneially more 
immobile than capital? 

Ifi. Distinguish and explain the various forms of mobility of laboui. 

16. ‘Of all sorts of luggage man is the most difficult to be transported ’ 
Discuss with special rcfcicncc to India (bee also EUrnenU o} indtm Econo- 

cih. 1 ) 

17. Discuss the factors which m recent years have incieabud the mobility 
of labour. 

Ml 

DKODUCTION CAB I AL 

I. Explain the concept of capital and elucidate the part played by capital 
in the modern organization of production. 

DiscuSB the distinction between producer’s goods and consumer’s goods. 

3. What are the functions of capital? What is meant by saying that 
oapiiahstic productxon involves a roundabout process'? 

4. Mveate fteTekUonbetTOen capiW ttudiooBe?. Shw llO'^ laat 

dei^nds upon use and intention 

$, Examine th© grounds on which land is usually distinguiBhed from cBpi* 
tal. 

0. Classify capital and indicate the utility of each lorn* 
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7, Pi»tiBfai«li betvtwest &ced and circdiAtiog capitfkl md how the 

h ol fwi in i^roduMion. 

B?cpkm p!ck!&m of tho foifmation of 
Wjbat) is maani hj saying tbat; oapital i» the result of 'saving? 
Bistingnish olearly between saving aiid hoarding, fiow far may saving 
be s^i4 t 0 entail 'abstinence'? 

XI, Bsscass ihe factors which influence the growth of capital in a country, 

13» Account for the ehyneas and slow growth of capital xn India, 

X3, Indicate the relation between the rate of interest and the volume of 
saving, 

14. State the conditions that promote and those that hamtjer the accumula- 
tion of capital 

15. What is meant by mob)lity of capital? Hov far can capital he Said 
to be mobile in India? 

VIII 

PBODUCTION; OBBANIZATIOK OV INDUSTBY 

I. Explain the functions perfonned by the entrepreneur in njodt'rn husi- 
iicsft organixation, 

^^5. Why is a spexdal class of organizers necessary? Why are they called 
’‘captains of industry’? 

^ 3. What are the qualities essential for an ideal entrepreneur? Give a 
few examples of siiocosHful entxepreneurs in England » India, and the Gnited 
States , 

4. What are the main features of the modern industrial organization? 

5, Beview tho principal types of entrepreneurial organization, 

fl Indicate the characteristic features of a joint-stock company and com- 
pare lb with a partnership, 

7. What are the strong and weak jioints of the joint-stock organization 
of industry? 

8. Show how a joint-stock company is organized and managed. How does 
it raise the capital it requires? 

9. Explain co-opcrative production and at'count for its poor progress. 

10. Piscuss the fundamental principles underlying co-operation and show 

how it avoids the drawbacks of both capitalism and sixualism. 

II. Describe the plan of profit-sharing. Why has it failed to evoke much 
enthusiasm ? 

12. Account for the incroaRing scope of Sl^ate undertakings and indicate 
their advantages and drawbacks. (See also ch, xvn.) 

18. Describe the various forms which division of labour assumes. 

14. Show how division of labour ia limited by tho size of the market. Give 
Indian examples. 

10. Explain how division of labour afeo implies co-operation. 

16. What are the benefits of division of labour? Indicate its defecta and 
«liow how far they are remediable. 

17. Bx^miue the contribution made by machinery and tedmlcal improve^ 
menta to economic and social progress. 

18. Discusa the ejects of machinery from the point of view of the work- 
ing classes, 

19. itamtae the faefora wbii* brioj abant loealizatto of industry. Oiw 
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s]iltuiitaKtj<m8 front HOj iwn l«adtag iadastries m Iad». (See alw Mementt 
0/ indUvi Mammmm, eli. iv.) 

i2f0e Wliy 60e» Aii w^iiafery oupe gtaited in a |wtH‘ula) place tend to rtwuo? 
thfite? 

2h I>kcm$ ilia advaotagee and dmu backs ot Iot'‘aliaation <rf jndnsiry. 

SKSL Account for tbe recent tendency towards decontrahaation of mdnsti'y. 

J>iatmgui8lr bet%veen the external and internal wnomies of a bufiinass, 

*24. *Wby are modern induHtnea organued on a large scale Indicate the 
liitutations of targe-seale production and explain in this connexion the concept 
of the optimum firm. 

2d. Discuss the principal economies of large scale production. 

26. Account for the survival of smalbscale iiroduction, with special refer* 
enoe to conditions in India. 

27. Indicate the mam advantages and drawbacks of small-scale pi eduction. 

28. Discuss the economies and limitations of large larms. 

29. U'hat are the advantages and drawbacks of small-scale farmmg, and 
how can the latter be remedied? "^hy are small faims better suited to India 

30. Give a clear exposition of the Law of Increasing Beturns Also pre- 
sent it as a Law of Diminishing Cost 

31. Knunciate the Law of Constant Betums and mdieak the cases where 
it operates 

82, Account for the growing tendency towards laige industrial combinations. 

33. Distinguish between (i) horizontal and veitical combinations, (ii) tiuhfs 
and cartels; (m) holding companies and mergeis 

84. Examine the advantages and drawbacks of mdustnal combinations 
How far is it possible to deal with the cvik? 

3$. Explain the ongin of lationah/ation and elucidate its mam fiatuies 

86. What are the benefits ot lationaliration ^ Also indicatt its dangers 
and limitations 

87. Analyse the assumption of peiftct f ompetition and its implications 

88 What IS imperfect competition? Indicate its aignihcance m the real' 

world of bufilnesfi? 

8^. ‘In its fundamental aspect com|)etition lies at the root of progress and 
when applied under proper hmitatioos it is as beneficent as it is widespread ‘ 
Discuss this statement and sticss the limitations of competition 

XX 

EXCHANGE: VALUE AND EXCHANGE 

1. Give a biief acjcoimt of the evolution of exchange and indicate its bene- 
fits to society, 

2, ‘Exchange is the bartei of llie compaiativelj supeifiuous far the con> 
paratively nec^aary.’ Discuss. 

8. Explain the conditions determining exchange and show how it takes 
place by means of sale and purchase nndei a money economy. (So© also ch. x.) 

4. Explain the term ‘market’ in ecpnomics. What are the conditions gov- 
erning the extent of a market? 

5. Show how in a competitive inaiket there is a tendency for a uniform 
price to prevail. 

6. Make remaiJts on the probable aixe of the maiket for tbe following *. 
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(4 geM; (a) oo«n6i*y brjcks, (an) Mangalore tile#; M imlic, (■») mangoes! (vi> 

taM, {n?) BtSij&ewe Ba^l? leli^ree, Bueiz Canal ahares, (ix) m mmsinl 
iwatdi; <x) im; aild (Xi) eiagat. 

I Ebex^iate ilia Jaaturt} oi spB<uIaiion and explain the vant>n« forma 
It Mmni^ 

B WhU la the ecssonomic rolo of apeenjation ? Wliat aid its abuses 
bow would yon deal with 

l> Wbat are tbe conditions of fioe spenilative dealings m a oorimiodit) ? 

10 ‘Bpetulation bas its economic abuses as will as its economm ftmdions ^ 
Discuss 

II What are the advantages of speculation on vS<ock Exchanges * 

12 Show how value aliivays depends upon the interaction of supply and 
demand 

III We might as leasonably dispute whether it is the upper or under blade 
of a pan of scissors that cuts a piece of paper^ as whether value is governed 
by utility 01 cost of production * Discuss 

14 Elactdaic the marginal tlieory of value and show why it is necessary 
to study the behavioui of supply and demand at the uiaigin 

16 Clearly explain the distinUion between market value and normal ■value 
and hung out the significance of the time element m the theory of value 

16 Indicate the i elation of the maiket vahit of a (ommodity to its normal 
value 

17 Explain how maikei value is deierrmntd Draw an illustiative dia^ 
giam 

iB \\hy do mailot piutK flmtuate fiom day to day and even on tht same 
dav ’ 

19 Show how the valia of a reproduciblt < ommodity under competition 
tends to settle m the long lun at its cost of prodiution 

20 How IS normal value defctmined iindci (i) mcuaMiig iu) diminishing, 
and (m) constant cost * Draw diagiarns to illustiate yoni answer 

21 Analyse tho conception of cost of pioduction, distinguishing lietween 
pnmo and supplementary costs 

22 Explain the meaning of lepnsentatue firm Indicate the use of this 
concept in the theory of \alut 

28 What are complementarv goods? pjxplam th< tmmB 0) joint and (n) 
composite demand 

24 ^iVhat are jomt piodmts? How aie their values determined? How 
far can railway rates bo explained with the help of tiie principle of joint coat? 

26 Define monopolj Cleaily distinguish between the various classes of 
monopolies 

26 Show how value is determined under monopoly Draw a diagiam to 
illustrate your answer 

27. Compare monopoly lalue with value under competition 

28 Indicate the ooneiderations which a monopolist will bear m mind while 
charging a particular price to his iustorntrs 

29. Show how and why a monopohat reaorts to pnee dismimnaticm 

80 How far as monopoly detrimental to the coneumer? Indmate the to* 
attaining inllitencea to whicdi a rapm^cdist i« auhiect. 

SI. Baaenss the rival ments of compeiitHm and monopoly, hCnst we alwaya 
choose one or the other ^ (See also di vnl) 
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X 

BXCHAHai: MONEY 

i. tbe Incomenietices ttttctidaDi npon barto md show t^ow tliea© 

ir©mwod by the mtioduction of motsoy 

$ Com|>aie exchanges under a moojpy economy With tliose under a system 
<of barter 

Define money, and caiefully explain the difitmction between money and 
cnTwmey. Give examples 

4. Examine and classify the functions of money and show how production 
and exfhange are g^ieatly facilitated by the us© of money 

5 What are the cjuahties of a good money maierialV 

6 Account for the universal use of piecious metals as money, 

7 Distinguish between standaid and token (oms and clearly bring out 
their respective chaiactenstics 

$ Explain how token coins (irculate at a value higher than their intrin- 
sic value 

9, *The rupee is a muons mixture of token and standard coin ’ Discuss 
(See also ElenicnU of Indtan Mconomnes^ ch vi ) 

10 Explain clearly the distinction undei lying the following (i) free coin- 
age and gratuitous coinage, (xi) mint price of gold and maiket prue of gold, 
(in) debasement and depieciatiom 

11 What 18 legal tender? Give illustrations from the British and Indian 
currency systems (Sco also FAememit, of Jndtm EionornnSf ch vi ) 

12 Give a clear exposition of Greshams Lav\ Indnate its limitations 

13 What 18 meant by a monetarv standaid'’ Desctihe the principal types 
of monetary standards 

11 What are the easenlials of the Gold Standard? Conipate it with Bi- 
metallism 

15 Distinguish between the various foims of the Gold Standard and bring 
out tbeir merits and <iem< nts 

16 Explain the principal fcatmes of tJie Gold Bullion Standard and com 
pare it with the Gold Exchange Standard 

17 Discuss the strong and weak points of tlio Gold Standard and indicate 
its future 

18 What are the essential conditions for Bimetallism ? Give a brief account 
of xt® working during the last century 

19* Examine the question of international Bimetallism 

90 Distinguish and explain the prmeipal forms of paper money. Indicate 
the advantages of a good system of paper money 

21 Discuss the evils of inconvertible paper money What aie the usual 
signs of its overissue? 

22 What are the prospects of the Managed Paper Currency Standard^ 

23* What are index numbers? How arc they constructed? Explain their 

uses 

24* What 18 the most satisfactory method of constructing index numbers? 

2^. What are weighted index number® and what purpose do they serve? 

26* Bxplam how the Beal Wages Index Number is prepared. Indicate its 
nse in labour disputes (See also ch xvn) 
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^7 Set forth the Quantity Theory of Money an4 explain the qualifications 
to which it IS subject. 

m Discuss the foimuk ra MV + 

29 What IS meant by the value of money ? Compare it with the value of 
ordinary commodities 

39 Why does the value of money fluctuate from time to time? 

31 Discuss the effects of changes m the general price level on the different 
classes of tlie community. 

82 Discuss the problem of price stability and explain some of the schemes 
liiat have been put forward to ensure a stable standard of value 

33 What are essentials of a sound monetary system? 

\J 

hACHAlStrL CBhDlT AND BANKING 

1 Elucidate the natuic ot credit and bring out its mam charactenatics, 

2 ‘Credit is vutually a contract for the future delivery of money Discuss 

3 Explain the principal instruments of ciedit and give specimens of each 
ot them 

4 Explain how credit economizes the use of metallic money 

5 What aie the servie^s rendered by credit to society? Also indicate its 
abuses 

6 Examine the relation between credit and capital 

7 Show how banking occupies a most important position m the modern 
Konomic woild 

8 Desciibe the vauous functions performed by modern banks, 

9 Enumtrato the different types of banks and briefly mdioate the nature 
of the functions undei taken by them 

l(X Comment on sonu leading features of modern banking organization 

11 Wnlo nntph on (i) bank amalgamations, (u) branch banking, and (m) 
unit baiikiriji^f 

12 Describe the operations of a typical commercial bank. 

J3 Distinguish b(»tween the vanous classes of deposits and explain the 
working ot the <heque system 

14 Discuss the limitations to the ‘creation’ of bank money 

15 Describe the mechanism of the clearing house organization. 

16 Indicate the various kinds of loans and advances given by banks to 
their clients 

17 What IS meant by the discounting of commercial paper? Why is it 
considered as a safe investment for the funds of a commercial bank? 

18 Show why banks should maintain adequate cash le serves What help 
can legislation oiler m this matter? 

19 Discuss the arguments for and against a ‘free’ banking system 

20 Discuss the opp > iLe points of view represented by the Currency 
School and Banking School and indicate their respective merits and dements 

21 Keview the principal methods of regulating note issue in the different 
csountnes of the world mtluding India (See also Elements of Indian Ecofto- 
rntrSf ch vi ) 

22 BiXplam the proportional reserve system and its advantages 

1-24 
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S3. *WJsai are tlie prmisipttl functioiis perfoftaM hy a Baialc? 

How iioes it control tho cro<iit operation® of other banks? 

M, What ar© the ptindpal weapons of central bank control <mt credit? 

Hxamine the efects produced by bank rate changes with special refer- 
ence to internal economic activity. 

26. Hive a brief account of the Bank for International Settlements. 

XII 

EXCHANGK: IhiTEBNATIONAL TRADE 

1. Compare international trade with domestic trad© and clearly bring out 
the distinguishing characteristics of the former. * 

2. In what respects does the trade between Bombay and Delhi differ 
from that between Bombay and London? 

3. Give a clear exposition of the theory of comparative costs and show 
how international values are detennined. 

4. Explain how international trade arises. Would you say that in the 
last analysis it is a kind of barter? 

5. Distinguish between the balance of trade and the balance of payments 
(accounts) with special reference to India. 

C. Explain how Great Britain is able to imj[>ort mori' goods than she 
exports, 

7. Clearly explain invisible exports and im^iorts. Prepare a list of both 
visible and invisible items for Great Britain and India, in the form of a 
balance sheet. 

S. What are ilie advantages of international trade and its possible dis- 
advantages^ 

9. Review the chief arguments in favour of free trade and show why it 
has been almost nniversally abandoned today. 

10. Examine the case for protection wdth special reference to India. (See 
also Elements of Indian Economics ^ ch. iv.) 

11. Carefully explain and scrutinize the infant mdusbries argument watb 
special reference to India. (See also Elements of Itidian Economes, ch. iv.) 

12. Indicate the limitations and dangers of a policy of protection. Fow 
would you prevent or minimize them? 

13. What is meant b> ’dumping’? Show the various forms which it 
takes. How far m it desirable to adopt anti-dumping measures? 

14. Explain how obligations and claims arising from imports and exports 
of goods are settled. Give Indian examples. 

15. Examine the part played by hanks in liquidating international indebted- 
ness. * 

16. What 18 the mint par of exchange? Can there be such a par between 
a Gold Standard country and a Silver Standard country? If not, why not? 

17. Explain the gold (specie) points and show how fluctuation© in ex- 
change rates are restricted to these points so long as tlie Gold Standard is 
m ©flective operation, 

18. Critically examine the validity of the popular expressions ‘favourable’ 
and ‘unfavourable’ exchange. 

19. What are the various methods of remitting funds from Bombay to 
London? Which is the cheapest and which is the most expansive method? 
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20^ Bxplcbm two prmcipal meihoda of e:x(diiuige quotatioxust^ md abow 
by a«^propnato Ixidian bow a eimultaneoua ol botb tbea:^ 

loetbpiis causes confusion. 

21. Bet forth the purdiasing power panty theory and bnng out its limita^ 
tions. 

22 ‘The purchasing power parity theory does not provide a ready-made 
measure of the “true ’ value of the exchanges ‘ Discuss 


xrn 

DISTBIBUTION KENT 

1 State in genoial terms the problem of distnbution. What are the 
main questions to be considered in connexion with the subject? 

2 In Distribution we are concerned with functional and not personal 
distnbution Explain this 

3 ‘The National dividend is at once the aggregate net product of, and 
the sole source of payment for, all the agents of production within the 
country ’ Discuss 

4 Show the application of the marginal theory to distribution Can dis- 
tribution be explained entiicly with reference to the general theory of value? 

0 Give a brief account of the evolution of private property 

6 Show how the institution of pnvate property underlies the whole 
scheme of distribution of wealth 

7 What rights are implied in pnvate properfcv ^ X se your analysis for 
ariBwtnng tho question whether land is or is not private property in Indie 
(Pto also Fltmenih of Indian Economies, ch lu ) 

8 Distinguish betwetn the light of mbentance and the right of bequest 
Do think that it is desirable to maintain these rights m then full 
strength ? 

9 Explain bndly the pnntipal theoiics of prnate pioperty and mdioatt 
iheir rebpcctivo merits and dements 

10 Explain the distinction between contract rent and economic rout 
Give lUubtrations 

11 Expiam as dearly ab you can the Eioardian theory of rent Induate 
the qualihcations to which it is subject 

12 If all lands were equal in point of ‘fertility’ would there be a theory 
of lent? 

18 Indicate Carey’s cnticisra of the Bicardian theory of rent 

14 Show by means of a diagram how rent arises both under extensive 
and intensive cultivation 

15 Why IS rent called an uneanied imurement? If it is ‘unearned are 
rent receivers (landlords) social parasites? How far is the State justified in 
appropriating rent? 

16 ‘Bent is paid for the original and indestructible powers of the soil ’ 
Expiam this proposition and consider how far the rents that are actually 
paid conform to this description 

17 ‘Bent does not enter into price ’ Explain this statement, noting 
exceptions, if any 

18. ‘Corn is not high because rent is paid biit rent is paid because com 
is high ’ Discuss 
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la TtatemeiJ dften say that they have to charge high prices because 
they have to pay high rents. Do you agree? 

2D. Bent is something that is (i) difterential and (ii) permanent. Explain 
this. 

21. Indicate the application of the theory oi rent to urban sites. 

22. Why do rents rise and fall? Clearly bring out the effects pf economic 
progress on rents. 

(i) Write a note on quasi-rent, (u) What is ‘rent of ability*? 

24. Examine the application of the theory of rent to (i) wages > (ii) 
Intel est; and (iii) profit, 


XIV 

DISTBIBUTION: WAGES 

1. Explain the nature of wages. 

2. Distinguish between time wages and piece-woik wages and iiidicai .0 
their relative advantages. 

8. What are the pe(‘uhantics which differentiate labour from an ordinary 
commodity and vhich necessitate a special theory of wages? 

4 . Explain fully the difference between nominal and real wages. 

5. What do you mean by die ‘net advantages’ of an occupation? Do 
wages always acvcurately measure ‘net advantages’? 

6. Why do wages differ (i) fiom occupation to occupation and (li) from 
<’Oiintry to country? 

7. Explain why women’s wages are generally lower than men’s. 

8. Discuss the subsistence theory of wages. Is it the same as the Iron 
or Brazen Daw of Wages? 

9. Examine the relation between the standard of living and the rate 
of wages. 

ID. Point out the fallacies and the valid points, if any, in the Wages 
Fund theory. 

11. In what respects do you consider the marginal productivity theory ot 
wages more satisfactory than the earlier theories? 

12. Show how in actual experience wages may differ from their level as 
determined by the marginal product of labour. 

18. Explain what is meant by the ‘dibcounted marginal productivity of 
labour’. 

14. How far is it possible by Trade Union action to raise wages per* 
manently (i) in any given occupation; (ii) in all occupations? 

XV 

DISTBIBUTION: INTBBEST AND PROFJTB 

1. What is the difference between gross and net interest? Show bo'w 
the latter tends to equality. 

2. Account for the fact that while the Government of India i« generally 
able to borrow at about 2| per cent, and the Bank Rate is nearly the same, the 
peasant in rural areas has to pay 12 to 18 por cent and even higher rates of 
interest. 
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8* Bifitinguiflh befcweon interest md usury. How far would it be correct 
to describe the money-lender's operations in India as usury (See Mlem^ts 
of Indian Eoonomm^ ch* iii.) 

4, Examine the effects of economic progress on interest. Can the rate 
of interest evoT fall to zero? 

0. Explain how interest is detemnned. 

6. ‘Interest is the price of time.’ Explain, 

7. Consider whether it would be possible to abolish interest under the 
present or any other form of society, 

8. Discuss the socialist criticism of interest. 

9. Distinguish between gross and net profit. 

30. What deductions would you make from gross profits, in order to 
arrive at net profits? 

11. Consider whether profits foim part of the cost of production. 

12. Bhow how far net profits are of the nature of rent. 

33, Explain the causes of differences m normal profits. 

34, ‘Profits are contingent, wages are stipulated.’ Discuss. 

15, Is there any social or economic justificaiion for profits? Do ^ you 
consider that profits are excessive under the present capitalistic system? 

XVI 

DISTKIBUTION : SOME GENEEAL PBOBLEMS 

1. Discuss the causes of industrial disputes which are a feature of 
modern society. 

3. Emphasize the need for industrial peace and discuss the ill-effects 
of strikes and lockouts. 

iS. What steps w^onld you recomraend for preventing industrial disputes? 

4. Explain the scheme of Whitley Councils and indicate its strong and 
weak points. 

r5. Discuss tho principal roethodB of settling industrial disputes. 

6. Examine the plan of eompukory arbitration of industrial disputes in 
New Zealand and Australia, How far is such procedure desiralile? 

7. Are Trade Unions purely obstructive? If not what are theu’ functions 
and uses? 

8. Eevicw the Trade Union movement in Gieal Britain. 

9. Form a critical estimate of the influence exercised Trade Umone 
and the effects of the Trade Union movement. What are the dangers of 
Trade Unionism? 

10. Examine the evils of modern industrialism and the factory system 
and show the need for the intervention of* the Btate to safeguard the 
position of labour. 

11. State in general terms the aims and objects of labour legislation in 
modem times and mention the principal items covered by it. 

12. Indicate the scope of Eaciory and Workmen’s Compenaation Acta 
respectively, 

13. Examine the scheme of national insurance against sickness and un- 
employment in Great Britain and Germany. 

34. Examine the case for a legal minimum wage, lilxplain the operation 
of the wage-fixing machinery in Great Britain. 
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15. Write a brief aote on s general national miaimam wage. i 

16. Biscufls the catiees of inequality of incomes. 

17. Is inequality of wealth-distribution wholly an evil? How would yoq 
remedy it iu eo far as it is an evil? 

18. ^Th© overshadowing fact in the distribution of prop^ty and income 
is inequality.’ Discuss. How far is this inequality inevitable? 

19. Account for the rise of modern socialism and give a dear exposition 
of the socialistie doctrine. 

20. Consider socialism ae a possible solution of the present defects in 
economic organization. 

21. Show how on the constructive side of socialism there is a great varia- 
tion in the proposals for shcial reconstruction. 

22. Examine the influence of socialism on social legislation in modern 
States. 

23. Indicate the strong and weak points of socialism , and mention the 
principal schools of socialism. 


XVIT 

PUBLIC FINANCE 

1. In what respects does public economy differ from private economy? 

2. Indicate the various sources of public revenues, giving Indian examples. 

3. Give a careful dehnition of a tax. How does a tax differ from a fee? 
Must a tax always be paid in money? 

4. Enumerate, with brief comments, Adam Smith’s canons of taxation. 
What are the modern additions to Adam Smith’s list? 

6. Clearly bring out the implications of the canon of equality. 

0. Set forth the equality of sacrifice thcojy and compare it with the 
faculty theory. Indicate the respective merits of the two theories. 

7. What is progressive taxatiou? How can it be justified with refer- 
ence to the canon of equality? 

8. State the case for and against progressive taxation, with special refer* 
ence to India. 

9. Explain the benefit theory of taxation and point out its limitations. 

10. What are the main functions of taxation? 

11. Consider the uses of taxation and of public expenditure in remedying 
social inequalities and injustices. 

12. What is taxable c.apacity? Is it possible to measure it acouraiely? 

13. "What are the principal factors governing taxable capacity? 

34. Clearly explain the distinction between direct and indirect taxation. 
Give illustrations from Indiaft conditions. 

15. Discuss the comparative merits of direct and indirect taxation. 

16. Distinguish between the impact and the incidence of a tax. Illustrate 
your answer by one or two examples, 

17. Bring out the importance of the study of incidence of taxation 

18. Bet forth in general outline the theory of incidence of taxation. 

19. Discuss the question of incidence of taxation with reference to (i) rent ; 
(ii) buildinp; and (iii) monopolies. 

. 20. (i) What axe the principal items of public expenditure? 

(ii) Suggest a suitable classification of public expenditure. 
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21. tinker ’what cawmsfe^nces is unproduiiiit© erpeoditur© justifiable? t>ia- 

easfi tke quastiou wttb reference fco irrigation and famine relief m 

Indiftt (See BkfMnts of Mian Boonomies^ cb&. iii and iiii,) 

22. O'ive a bi^xef exposition of the theory of public expenditure and of 
OovenoLmental functions. 

23. What are the dangers attendant on excessive public expenditure? 

2i. Bet forth and explain the economic functions of the State. Give In- 
dian examples. 

26, Bistinguifib between public credit and private credit. How does the 
distinction afleci the borrowing policy of the State? 

26. What are the uses of public -loans in peace and war Should a war 
be financed by taxes or loans or both? 

27. How far is it legitimate to resort to borrowing^ lor uoproductive works 
such as public buildings and museums, and unproductive objects like educa- 
tion ? 

2B, Biscuss the uses and dangers of external public loans. 

XVIII 

UNEMPLOYMENT AND THE TEADE CYCLE 

1. ‘Unemployment may be regarded as the shadow side of modem pro- 
gress.’ Jhscuss. * 

2. What arc Ihc fundamental causes of unemployment? 

3. Consider sefmraieiy the unemployment problem as it affects (i) |iarticu- 
lar trades and (n) all tnulea. 

4. Clearly indicate the relation between unemployment and the trade 
('ycle. 

5. Explain clearly the maiu phases ot the trade cycle. 

6. Explain briefly the principal trade cycle theories. 

7. How far does excessive saving and undersi>ending account for the pre- 
sent economic depression? 

8. Indicate the methods of dealing with the evil of unemployment. 

9. Discuss the policy of construction of public works m a remedy for un- 
employment during a period of trade depression. 
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